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SOME COMMENTS ON TAX BURDEN COMPARISONS 


GERHARD COLM AND HASKELL P. WALD * 


USGRAVE and his associates de- 

fine what they regard to be the 
significance of their tax burden anal- 
ysis as follows: “‘ The question who pays 
the taxes must be answered if taxes 
are to be raised in accordance with the 
public’s idea of distributional justice 
and the maintenance of sound economic 
conditions.” * The Temporary WNa- 
tional Economic Committee study, Who 
Pays the Taxes?, which approached the 
same problem in 1940, started with the 
following sentence: “ The distribution 
of the tax burden among people of vari- 
ous income brackets is an essential cri- 
terion not only of the justice of the tax 
system, but also of its economic ef- 
ects.”* Tax burden analyses are de- 
signed as an aid in the formulation of 
tax policy. Neither Musgrave’s orig- 
inal study nor the TNEC study drew 
any express conclusions from the find- 
ings for tax policy. Nevertheless, both 
studies aroused a passionate discussion— 


* The authors are on the staff of the Council of 
Economic Advisers to the President. The views ex- 
pressed are those of the authors and do not neces- 
sarily reflect the official views of the Council. 


1R. A. Musgrave, J. J. Carroll, L. D. Cook, and 
L. Frane, “ Distribution of Tax Payments by Income 
Groups: A Case Study for 1948,” National Tax 
Journal, IV (March, 1951), p. 1. 


2G. Colm and H. Tarasov, Who Pays the Taxes?, 
Monograph No. 3 (Washington: Temporary Na- 
tional Economic Committee), 1940. 


apparently of technical statistical de- 
tails. In reality, some of the criticism 
was aimed at the policy conclusions 
which were thought to be implied in 
the presentation of the findings. This 
is a case in which, in the eyes of many 
people, “the figures speak for them- 
selves.” Thus the conclusions are 
fought by pointing out weaknesses in 
technical details of the computations. 

The investigations by Musgrave and 
his associates, and the debate between 
them and Tucker, have contributed 
greatly to obtaining a better knowledge 
of the facts of tax burden distribution. 
As Musgrave observes, the essential dif- 
ferences between his results and Tuck- 
er’s are in the use of different income 
concepts, rather than in the distribution 
of tax payments. The important points 
of disagreement have been narrowed 
down to a relatively few issues. As a 
result of Musgrave’s careful experimen- 
tation with alternative assumptions as 
to tax shifting, we have a better notion 
of how the choice among alternatives 
is likely to affect the end results. 

In these comments we do not intend 
to contribute directly to the debate be- 
tween Musgrave and his colleagues, and 
his critics. We only want to suggest 
further factors which should be con- 
sidered when tax burden analyses are 
used for deriving policy conclusions. 














LIBRARY 

AT 

a2 KO) 
2 NARS 2 


General Characteristics of the Tax 
Burden Curve 


If one studies the technical debate 
around the TNEC study of ten years 
ago, and the present discussion around 
Musgrave’s article, one reaches the con- 
clusion that some of the criticism was 
valid in each case, but that, after re- 
computing the estimates in the light of 
the criticism, the results are not essen- 
tially changed.® 

The main result of these studies, 
which we believe cannot be basically 
challenged, is that the relative tax bur- 
den, that is, taxes paid in relation to in- 
come before taxes, is approximately 
proportional in the income brackets 
which include the bulk of the popula- 
tion. Substantial progression exists 
only for the relatively small number of 
income receivers in the higher brackets. 

There is controversy about the ques- 
tion whether families in the very lowest 
brackets actually bear a higher ratio of 
taxes than those in the middle income 
brackets. The TNEC study showed a 
slight regression at the left end of the 
curve. Musgrave’s original study for 
1948 showed an even more pronounced 
regression. This was due, however, to 
the fact that he related taxes only to 
money income, while the TNEC study 
included imputed values for the most 
important incomes in kind. Under the 
procedure followed by Musgrave, the 
regression at the lower end of the curve 
disappears for 1948 when the broader 
income concept is used. As explained 
below, the disappearance of the U- 
shaped feature of the effective rate 


3 Helen Tarasov, Who Does Pay the Taxes?, Sup- 
plement IV, Social Research, New York: New School 
for Social Research, 1942. See also, R. A. Musgrave 
and L. Frane, “ Rejoinder to Dr. Tucker,” in this 
issue of the National Tax Journal. 
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curve may be due to the faulty treat- 
ment of nonmoney income. Some re- 
gression must always be present, because 
some tax is paid even when there is no 
income, and the effective tax rate is cer- 
tain to be extremely high for persons 
with very low incomes. The progres- 
sion in the higher brackets has become 
more pronounced from 1938 to 1948.4 

Irrespective of the question of regres- 
sion in the lowest income bracket, it re- 
mains true that the curve of income 
distribution does not agree with our 
general notion of what a just tax distri- 
bution should look like. Taxpayers in 
income brackets which are either ex- 
empt from the federal income tax, or 
which pay only a low effective rate, 
carry such a heavy relative load in in- 
direct taxes, real estate taxes, and pay- 
roll taxes (if these are included) that 
the progressivity of income taxes is 
largely offset, as far as the lower and 
middle brackets are concerned. 

Thus the mere shape of the tax bur- 
den curve appears to suggest a policy 
conclusion, namely, that greater equity 
could be achieved if some part of the 
tax load were to be shifted from those 
in the lowest to those in higher income 
brackets. Specifically, the presentation 
of a tax burden curve has each time 
been interpreted as an argument against 
the imposition of a general sales tax. 

But before drawing definite conclu- 
sions for tax policy, it is necessary to 
consider the prevailing budgetary and 
economic circumstances. This can be 


4The appearance of progression in the higher 
brackets depends largely on the breakdown used for 
income in those brackets. A ‘* $7,500 and more” 
classification gives, of course, a lesser progression than 
a classification which defines the highest income 
group, for instance, as ‘$25,000 and more.” A 
classification of spending units by quintiles or deciles 
appears to be the most “ objective ” classification be- 
cause each unit on the scale reflects an equal num- 
ber of units which bear the indicated tax burden. 
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illustrated by pointing out the different 
types of policy conclusions which could 
be drawn from the same tax burden 
analysis in a depression and in a defense 
or war program. 


The Significance of Tax Burden Com- 
parisons in Depression and Defense 
Periods 


It might be useful to remember the 
conditions under which the TNEC 
study was initiated about 12 years ago. 
The United States economy was emerg- 
ing from a deep depression, thanks 
largely to a series of emergency policies. 
There was the conviction that more 
lasting reforms in the structure of the 
American economy would be needed in 
order to move from a recovery to a 
prosperity period without the danger of 
a relapse as soon as emergency measures 
were abandoned. Among many other 
questions, it was also asked to what ex- 
tent tax reform could contribute to 
increasing the stability of the American 
economy. There was a general feeling 
abroad that any measure that would 
strengthen mass consumption would be 
desirable. Some economists had sug- 
gested that lowering the tax burden for 
those in the lowest brackets, and cor- 
respondingly increasing the tax burden 
of those in the higher brackets, might 
strengthen mass purchasing power and 
might increase the stability of the econ- 
omy. The study Who Pays the Taxes? 
was undertaken in order to provide 
facts which could be used as a basis for 
the discussion of such tax reforms. The 
Final Report of the Executive Secretary 
of the TNEC discussed the findings of 


the study in these economic terms.® 


S Investigation of Concentration of Economic 
Power, Final Report of the Executive Secretary, Sen- 
ate Committee Print, 77th Cong., Ist sess., March 
15, 1941, p. 378 ff. 


COMPARISONS 3 


Before the TNEC studies were com- 
pleted, however, the situation changed 
fundamentally. The Final Report of 
the Executive Secretary of the TNEC 
was published shortly after the defense 
program got under way. The defense 
program created a situation in which 
rising government expenditures were to 
be expected, and the question of addi- 
tional taxes had to be examined. Tax 
measures were now no longer viewed as 
a means of supporting mass purchasing 
power but as measures to curtail mass 
purchases and to counteract the threat 
of inflation. In connection with the 
discussion of the TNEC study there 
was a sympathetic consideration of the 
use of some sort of mass consumption 
tax for financing defense or war ex- 
penditures after full employment had 
been achieved and inflationary pressures 


had to be fought.® 


It is also significant that, soon after 
the defense program got under way, ef- 
forts were made by the administration 
to persuade state and local governments 
not to reduce their taxes in spite of the 
fact that the tax burden studies indi- 
cated that state and local taxes were the 
main reason for the regressivity in the 
lower income range. It was recognized 
that long-run equity considerations and 
immediate economic considerations were 
no longer in accord and greater weight 
was given to the immediate economic 
considerations. 

The conflict between the two sets of 
considerations is more apparent than 
real. If one looks just at the curve 
shown in the tax burden studies, and 


6 Investigation of Concentration of Economic 
Power, op. cit., p. 358 ff. Here it says: “ The most 
effective means of raising revenue under conditions 
of full utilization of productive facilities is to im- 
pose additional taxes on the broad body of con- 
sumers.” 











4 NATIONAL TAX JOURNAL 


then suggests that because of economic 
considerations in a specific period re- 
gressive taxes should not be reduced, 
and that additional taxes which fall on 
mass consumption should possibly be 
added, it appears that equity considera- 
tions are sacrificed for the sake of eco- 
nomic considerations. This, however, is 
not the full story and indicates why 
single curve tax burden comparisons 
are misleading as a basis for policy con- 
sideration in a situation of rising ex- 
penditures. Policy decision is always a 
matter of choosing among alternatives. 
Therefore, one curve, per se, is never an 
adequate basis for suggesting a legiti- 
mate policy conclusion. There must be 
at least two curves, if not more, which 
demonstrate the implications of alterna- 
tive policies. 

The one-curve presentation is most 
meaningful under conditions of rela- 
tively stable expenditures. The one 
curve really is related in the reader’s 
mind to an “ ideal ” line of distribution. 
This is likely to be a line representing 
a progressive burden distribution. The 
deviation of the actual curve from the 
“ideal” curve suggests the shift in the 
distribution of the tax burden that is 
held desirable. 

In a situation of rising expenditures, 
the alternative is not likely to be a dif- 
ferent distribution of the same tax bur- 
den, but rather the possible imposition 
of additional taxes, or the impact of in- 
flationary or noninflationary deficit fi- 
nancing. One of the alternatives which 
should be examined in such a situation 
is the burden that inflation imposes on 
various income brackets, compared with 
the burden that various additional taxes 
impose on the same people. Even some 
of our regressive taxes are more equit- 
able than the impact of inflation. 


[ VoL. V 


There is, of course, a certain danger 
in justifying continuation or adoption 
of regressive taxes by saying that the 
alternative would be inflation, the worst 
method of distributing the burden from 
an economic and social aspect. Even 
under conditions of full utilization of 
all resources, it is not always true that 
the only alternative to meeting expendi- 
tures by taxation is inflation. It is also 
not sufficient to qualify such a statement 
by saying that inflation may occur either 
as open or “ suppressed ” inflation. The 
term “suppressed” inflation suggests 
that during a war or defense program 
spending is limited by the unavailability 
of goods and by price controls, but that 
the resulting high rate of saving repre- 
sents merely a postponement of pur- 
chases. Then the money would be 
spent as soon as goods again become 
available or when prices are permitted 
to rise. Actually, the World War II 
experience shows that a large part of 
those extraordinary savings became as- 
sets which the owners were later reluc- 
tant to liquidate except under extra- 
ordinary circumstances. To the extent 
that extraordinary savings may later 
come to be regarded as part of the nor- 
mal lifetime savings, there exists the 
possibility of noninflationary debt fi- 
nancing, even in a period of full utiliza- 
tion of resources. 

Nevertheless, a reduction in state and 
local taxes during the World War II 
period would have increased disposable 
income, and would have resulted in ag- 
gravating open or repressed inflation. 
There was no practical possibility of 
further increasing other more desirable 
taxes as compensation for a reduction 
in state and local taxes. Therefore, we 
think it was correct to argue that con- 
tinuation of these taxes was the lesser 
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evil, compared with the economic and 
social consequences of more inflationary 
pressure which would have resulted 
from their reduction. 

The need to control inflation is no 
argument to adopt regressive taxes, but 
it is an argument to adopt taxes that 
cut into the buying power in those 
classes where most of the buying power 
is.’ The anti-inflationary impact of 
taxes does not require taxes on families 
with incomes below $2,000 or $3,000 
who are, to a large extent, the people 
especially hard hit by the rise in the 
cost of living.® 


The Impact of Taxes and Expenditures 


Both in the studies published in 1940 
and in 1951, it was mentioned that a 
burden analysis is incomplete if it does 
not take into consideration the impact 
of changes in expenditures; from then 
on, however, the expenditure aspect is 
neglected. In a relatively stable situa- 
tion, it is justified to focus on tax re- 
vision without considering the effect of 
changes in expenditures and in the level 
of taxes. In a situation of rapidly ris- 
ing expenditures and the need for addi- 
tional taxes, such a presentation can 
only be a first step and must be supple- 
mented by further steps before policy 
conclusions can be drawn. 


Some of the differences between tax 
discussions in Europe and in this coun- 
try can be explained by the greater em- 
phasis on expenditure policy in the 


7™*The additional revenue, for maximum anti- 
inflationary effect, should be derived largely from 
groups in the $3,000 to $10,000 income brackets.” 
Inflation Still a Danger, by the Staff of the Joint 
Committee on the Economic Report, p. 10 ff. (82d 
Cong., Ist sess.), Senate Report 644, August 15, 
1951. 


8 For a passionate and intentionally one-sided plea, 
see Theodore Kreps, Taxes and the Human Factor, 
The Public Affairs Institute, Washington, D. C., 
July, 1951. 


consideration of tax policy in Europe. 
It is significant, for instance, that some 
of the labor movements have not 
shown the same hostility toward the 
imposition of broad mass taxes which 
has been expressed in this country. La- 
bor in Europe often felt that the most 
urgent need was the improvement in 
the social services of the government. 
If these services were to be financed 
solely by progressive income and profit 
taxes, the limit would soon be reached 
where resistance against further in- 
creases in those services would become 
insurmountable. It appeared better to 
accept less desirable taxes if that was the 
price which had to be paid for further 
expansion of desired social services. 
Similarly, the social security system 
in this country was certainly accepted 
more readily because it was adopted 
largely in the form of social insurance, 
with much of the contributions being 
paid by the same groups of people who 
are also the beneficiaries.? Families in 
the lower income brackets may benefit 
more from a social expenditure program 
financed by a less desirable tax than by 
the adoption of an inadequate program 
financed by a progressive tax. 
Consideration of the impact of ex- 
penditures on the income of the tax- 
payers becomes particularly important 
in periods of defense or war when the 


9 We do not agree with Musgrave when he says 
(footnote 1, p. 2 and p. 7 of initial study) that 
transfer payments should really be regarded as nega- 
tive taxes, nor with Tucker when he wants to ex- 
clude the payroll taxes from the tax comparison. By 
the same token, also, many of the taxes paid by 
people in the higher income brackets are used to 
finance services which are for the benefit, broadly 
speaking, of the same groups who pay the taxes. 
Only in the case of tax refunds or reimbursable 
taxes would we use the term “ negative taxes.” In 
all other cases, we should consider the impact of both 
the tax payments and the benefit receipts, but the 
net benefit or net burden even for one specific group 
is not adequately measured by the excess of receipts 
over payments or of payments over receipts. 
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rise in expenditures is very substantial. 
The impact of the $15 billion additional 
federal taxes imposed since the outbreak 
of hostilities in Korea would have been 
quite different if incomes had remained 
stable during that period. Actually, 
disposable personal income (i.e., per- 
sonal income after taxes) rose from a 
seasonally adjusted annual rate of $197 
billion before Korea to $228 billion in 
the fourth quarter of 1951. Even after 
adjusting these dollar figures for the 
price rise, there still remains a rise in 
real disposable income over that period, 
in spite of the heavy tax increases. No 
analysis of the impact of these addi- 
tional defense taxes would be meaning- 
ful which did not take into account the 
rise in incomes that resulted directly 
and indirectly from the same defense 
program. 

In the Midyear Economic Report of 
the President of July, 1951,’° an at- 
tempt was made to appraise the effect 
of the post-Korean increases in federal 
individual income tax rates (including 
those proposed by the Secretary of the 
Treasury at the beginning of 1951) on 
rising incomes. 


A family of four with a $3,000 income 
would have paid $54 in Federal income 
taxes before Korea. If we assume a 15 per 
cent rise in income, this family would have 
$3,450 before payment of taxes, and, under 
the proposed rate increases, its tax liability 
would rise to $175 (compared with $121 
under the rates in effect before Korea). 
The family’s income after [federal income] 
taxes, therefore, would be $3,275 or $329 
more than what it had before Korea when 
both income and taxes were lower. In other 


10 The Economic Situation at Midyear 1951, by 
the Council of Economic Advisers, p. 133 ff., Wash- 
ington, D. C., July, 1951. 
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words, the assumed rise of 15 per cent in 
income before taxes would mean a rise of 
11.2 per cent in income after taxes for this 
family." 


This gives, of course, quite a different 
picture than saying that the post-Kor- 
ean federal income taxes take 5 per cent 
out of a $3,450 family income, com- 
pared with 3'4 per cent at pre-Korean 
tax rates. Both statements are true, but 
both must be considered in policy eval- 
uation. 

The aggregate or ‘average approach to 
tax burden analysis could be greatly re- 
fined by an analysis of what happens to 
families in various income brackets, 
both on account of rising income and 
rising taxes. The impact of the expend- 
iture program does not affect incomes 
of all types and in all brackets in the 
same way. Therefore, it would be de- 
sirable if the impact of the program and 
of taxes could be analyzed by income 
types and income brackets. 

In other words, we believe that in a 
period of rising expenditures the static 
analysis of the type presented in the 
TNEC study and the Musgrave study 
must be supplemented by a dynamic 
analysis which takes into consideration 
both the rise in incomes resulting from 
the defense program and the rise in 
taxes. 


By suggesting that the additional tax 
burden should be appraised in the light 
of what happens to incomes, we do not 
want to suggest that the equity of the 
tax burden should be measured not by 
the size but by the increase in incomes. 


Much of the increases in family in- 


comes, at least in real terms, are due to 


11 The text also calls attention to the increase in 
the cost of living which has taken place since Korea. 
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additional members of the family find- in spite of additional taxes. 

wy 98, to the breadwinner working A Statistical Illustration. An at- 
longer hours, to his upgrading, etc. tempt has been made recently to il- 
Such increases in family income lead to |ustrate the relationship between various 
higher tax rates under a progressive in- assumed increases in incomes and actual 


come tax system, but it would be and proposed increases in federal 
wholly unjustified, on equity or incen- cana 


tive grounds, to impose directly a tax 
on doing more or higher caliber work. 
Nevertheless, in appraising the psycho- 
logical smapact of additional taxes, a 12 By Albert C. Neisser of the Tax Advisory Staff 
does make a great deal of difference if of the Secretary of the Treasury. The underlying 
they are imposed on people whose  ssumptions and estimates are Mr. Neisser’s own and 


Par : : do not necessarily reflect opinions or estimates of the 
standard of living is curtailed through Treasury Department. The computations were made 


taxes, or whose buying power is rising before adoption of the Revenue Act of 1951. 


Tables 1 and 2 show estimated 
increases and decreases in income of a 


TABLE 1 


CHANGES IN INCOME AFTER FEDERAL TAXES FoR Various HyporHETIcAL INCREASES 
IN Income Berore Tax Since Korea * 


Four-Person Famity Livine 1x Detroit, MicH1GAn 











Income Change Selective Levels of Adjusted Gross Income Before Korea 








Since Korea $1,000 $2,000 $3,000 $4,000 $5,000 $6,000 $8,000 $10,000 
Amounts of increase or decrease (—) in income after taxes since Korea f 
No change ....... $-52 $-101 $-146 $-248 $-354 $-493 $-808 $-1,151 
5% increase ...... - 9 31 — 44 - 108 — 182 — 254 — 498 - 762 
10% increase ...... 34 117 80 34 17 —- 26 — 187 - 350 
15% increase ...... 76 205 183 160 189 204 39 61 
20% increase ...... 119 293 286 305 372 386 347 431 
25% increase ...... 162 378 390 456 555 631 654 772 
Per cent of increase or decrease (—) in income after taxes since Korea f 
No change ....... -58% -56% -54% -71% -82% -95% -115% -131% 
5% increase ...... —-1.0 17 -16 -3.1 -42 -49 - 71 - 8.7 
10% increase ...... 38 6.5 3.0 1.0 04 -05 - 27 - 40 
15% increase ...... 84 114 68 46 44 3.9 06 0.7 
20% increase ...... 13.2 16.3 10.6 8.7 86 75 5.0 49 
25% increase ...... 17.9 21.0 14.5 13.0 12.9 12.2 93 88 











* Taking into account the increased rates under the Revenue Act of 1950, the Social Security 
Act Amendments of 1950, the Excess Profits Tax Act of 1950, and the further increases in rates 
proposed by the Secretary of the Treasury in his statement before the Committee on Ways and 
Means, February 5, 1951. 


t Adjusted gross income plus imputed undistributed profits of corporations plus corporation 
taxes to the extent that they are assumed to be borne by dividend recipients minus all federal 
taxes except estate and gift taxes. 


Nore: This illustrative table is derived from two sets of estimated effective rates of federal 
taxes at selected levels of adjusted gross income. These are of the conventional static type: the 
first set represents federal tax rates in force before the outbreak of hostilities in Korea; the 
second set, the federal tax rates which would have applied during the fiscal year 1952 had the tax 
increases been adopted which the Secretary of the Treasury proposed in his statement before the 
te on Ways and Means, February 5, 1951. The two sets of estimated rates are shown in 

able 2. 
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four-person urban family after pay- Detroit, Michigan, conducted by the 
ment of all direct and indirect federal Bureau of Labor Statistics..* In view 
taxes at pre-Korean and projected levels of the limitations of the sample, the 
of incomes and tax rates. The pro- estimates derived from it are to be con- 
jected taxes and income after taxes are sidered tentative and particularly not of 
estimated on the basis of the rate in- nation-wide validity. 

creases proposed by the Secretary of the Personal incomes actually have in- 
Treasury in February, 1951, and not on creased from the pre-Korean level to 
the basis of the lower rate increases the level of the end of calendar year 
adopted in the Revenue Act of 1951. 1951 by 19 per cent; after allowance 
The burden of taxes assumed shifted to for price increases, by about 10 per cent. 
consumers (excises and portions of It cannot be assumed that the average 
corporate income and excess profits wisi a — 
taxes) was estimated on the basis of the, ,c™amet mins, Dee, Desa 
1948 Survey of Consumer Spending in _ j 049. 


TABLE 2 


EstrMatep ErrectivE Rates or FeperAL TAXes Berore Korea 
AND FOR THE FiscaLu Year 1952 * 7 


Four-Person Famity Living in Detroit, MicHIGAN 














Corporation 
All Federal Individual Social Security Excise Taxes Income and 
, Taxes t Income Tax Taxes and Customs Excess Profits 
Selective Taxes 
Levels of __ A ae ee 


Pro- Pro- Pro- Pro- 
Pre- posed Pre- posed Pre- posed Pre- posed  Pre- posed 
Korean fiscal Korean fiscal Korean fiscal Korean fiscal Korean fiscal 
rates 1952 rates 1952 rates 1952 rates 1952 rates 1952 
rates* rates* rates* rates* rates* 


42% 547% 5.0% 86% 
43 5.4 49 
4.0 5.3 3.7 
3.7 4.7 3.5 
38 48 3.7 
3.3 45 42 
3.4 45 5.4 
3.7 5.1 6.2 


Adjusted Pro- 
Gross 
Income 





$ 1,000 11.7% 17.1% 
2,000 116 16.8 “ee swe 
3,000 116 16.6 18% 25% 
4,000 14.0 20.3 5.0 7.2 
5,000 16.0 23.2 68 9.8 
6,000 16.9 25.2 8.0 11.5 
8,000 19.4 29.5 94 13.3 
10.000 21.4 32.6 10.4 14.4 


Q 


rr Nd to OO 
PaO ROHR 





* Taking into account the increased rates under the Revenue Act of 1950, the Social Security 
Act Amendments of 1950, the Excess Profits Tax Act of 1950, and the further increases in rates 
proposed by the Secretary of the Treasury in his statement before the Committee on Ways and 
Means, February 5, 1951. 

t Effective rates of tax are computed on the basis of adjusted gross income plus imputed 
undistributed corporate profits and corporation taxes to the extent that they are assumed to be 
borne by dividend recipients. 

¢ Exclusive of estate and gift taxes. 

Nore: The effective rates of tax are shown at selective levels of income and not for average 
incomes in various income brackets. The usual income bracket approach does not lend itself to 
the type of dynamic analysis envisaged here. The relative tax burdens on average incomes within 
each bracket may not change at all except, of course, for changes in rates, while the income 
units which make up one bracket at time one may have all shifted upward into the next follow- 
ing bracket at time two. 
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increase in incomes was the same for 
families in all income brackets. In a 

riod of rising incomes, the lowest 
brackets are likely to include a higher 
proportion of relatively fixed income 
families than the higher brackets. 
Thus it may happen that in the lower 
brackets the disposable income of a rela- 
tively larger number of people was 
actually curtailed, while in the higher 
brackets the average income of a 
family would show increases, even after 
allowing for the higher taxes. 

It would be very desirable if this 
dynamic approach could be presented 
in terms of the actual changes in in- 
come over a period of years. This 
would require the possibility of meas- 
uring in each bracket the average per- 
centage rise in income per family or 
spending unit. Also, it would be de- 
sirable to have for each income bracket 
the percentage of units whose income 
has increased, remained stable, or de- 
creased. As long as the available in- 
formation does not provide sufficient 
data for such a comprehensive analysis, 
the illustrative method used in this 
paper may have some value at least for 
demonstrating the effect of the expendi- 
ture and tax side of the government 
program on individual incomes in vari- 
ous brackets. 


Difficulties Arising Out of the Use of 
Averages *' 


The method of expressing the tax 
burden as a percentage of aggregate in- 
come in'each income class may be open 
to criticism on the ground that averages 
of this sort will sometimes give mis- 
leading results when the frequency dis- 
tribution to which they refer is not 

14Tp formulating this section, the authors bene- 


fited considerably from discussions with Joseph A. 
Pechman. 
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reasonably symmetrical. For reasons 
discussed below, the taxpaying public 
is far from homogeneous with respect 
to important characteristics which de- 
termine the amount of taxes people 
pay. 

This possible shortcoming in the 
estimates has particular relevance for 
Musgrave’s conclusion as to the width 
of the income range within which the 
tax distribution is believed to be es- 
sentially proportional. To illustrate the 
problem in the simplest possible man- 
ner, let us assume that the taxpaying 
public can be divided into two equal 
groups, each of which is relatively 
homogeneous in so far as the character- 
istics which determine tax payments are 
concerned. Let us assume, further, 
that the first group shows a rising ratio 
of tax payments to income as we move 
up the income scale, and the second 
group a falling ratio, and that the 
amount of increase from one income 
class to the next in the first ratio equals 
the amount of decrease in the second. 
If the two groups are combined, the 
over-all ratio of tax payments to in- 
come will be proportional for all income 
classes. This is illustrated below: 





Ratio of Tax Payments 
to Income 


GroupI GroupII All Groups 





Income Class 








16% 24% 
18 22 
20 20 
22 18 
24 16 
26 14 


20% 
20 





Under the assumed conditions, the av- 
erages for all taxpayers cover up the 
progressivity for one group and re- 
gressivity for the other. The result is 
a seriously misleading picture regarding 
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the equitableness of the hypothetical 
tax system and the impact of taxes on 
different sectors of the economy. 

This illustration is, of course, a gross 
oversimplification of the actual situ- 
tion, yet the principle involved is di- 
rectly relevant to the problem at hand. 
We know, for example, that the 
amount of taxes paid by the agricul- 
tural population varies considerably 
from the amount paid by city dwellers. 
Farmers typically have large amounts 
of nonmoney income, and they have 
their own consumption and _ savings 
patterns. If separate estimates were 
made for each group, we would ex- 
pect to find significant contrasts be- 
tween the ratios of tax payments to 
income by income level.’® Musgrave 
calls attention to this situation when he 
observes that the effective rate schedule 
for urban families is probably similar 
to the results obtained with the money 
income series, and that the schedule 
for farm families is much closer to the 
results obtained with the broader in- 
come series."° The desirability of sup- 
plementing the over-all burden study 
with separate farm and nonfarm series 
is plain, since the distributional pattern 
for each sector tends to become blurred 
when composite averages are used. 


Another important characteristic of 
the population which affects the 
amounts of taxes paid is the variation 
in family size. This variation influ- 
ences the consumption pattern at dif- 
ferent income levels and, consequently, 
the amount of taxes assumed to be dis- 


15 For estimates of how farm and nonfarm con- 
sumers would fare under a federal retail sales tax, 
see H. P. Wald, “ Variations of Retail Sales Taxes,” 
American Economic Review, XXXIV (June, 1944), 
pp. 291-3, especially Table VI. 


16 See page 22 in this issue. 
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tributed according to consumers’ ex- 
penditures.'’ More important, it has a 
large bearing upon federal individual 
income tax liabilities because of the in- 
come-splitting provisions and the ex- 
emptions for dependents. For example, 
at the $5,000 level of statutory net in- 
come before exemptions, the effective 
rate of the federal individual income 
tax in 1948 varied as follows: 


Single person, no dependents 16.2% 
Married couple, no dependents 12.6% 
Married couple, two dependents 8.6% 


In each income class, we would expect 
to find that a frequency distribution 
of taxpayers by effective income tax 
rates would show a tendency for those 
with no dependents to cluster around 
one rate, for those with one dependent 
to cluster around a lower tax rate, for 
those with two dependents around a 
still lower rate, and so on. The rela- 
tive position of the clusters will, of 
course, be similar from one income level 
to the next, but the relative propor- 
tions of single persons, married couples, 
and large families in each income class 
will vary considerably. In view of the 
fact that individual income taxes ac- 
counted for almost one-third of all tax 
payments in 1948, the effect of vari- 
ation in family size upon the tax dis- 
tribution estimates is of considerable 
importance. 

Chart I presents a “ family ” of ef- 
fective rate curves, each curve express- 
ing the ratio of income tax payments 
to income for taxpayers with the indi- 
cated number of dependents. The 
curves have the same general shape, and 
the progressivity of the income tax is 


17 Estimates of the sales tax burden by size of 
family and income level are given in Wald, op. cit. 
pp. 288-91. 
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CHART I 


ErrectivE Rates or FeperaL InpivinuaL Income Tax 
BY Income C asses, 1948 1 





% of Income 
5 of Income a 
A: Single person, no dependents 
23 Bs: Married couple, no dependents == 25 


‘i 


15 


| 





C: Married couple, 2 dependents 


Ds Married couple, 4 dependents 











0 
. Under $1,000- $2,000- $3,000- $4,000- $5,000 Over 
$1,000 2,000 3,000 4,000 5,000 7,500 $7,500 
MONEY INC OMB CLASSES 


1/ Based upon income concept in Musgrave's initial study. Effective income tax 
rates are computed on the basis of average income in each class. 
2/ Computed from Musgrave's revised distribution of tax payments. 


readily seen. Superimposed on this pat- 
tern is a composite curve which ex- 
presses the average ratio of income tax 
payments to income in 1948 for all 
taxpayers at each income level. The 
latter curve has a somewhat different 
shape than the curves for each of the 
more homogeneous size groups. Over 
a significant income range, the com- 
posite curve rises more gradually than 
any of the others. It pictures the in- 
come tax as being less progressive in 
this range than is actually the case. 

As an experiment, some crude ad- 
justments have been made in Mus- 
grave’s results in order to derive ap- 
proximate effective rate curves for 


taxpayers of different family and de- 
pendency status. The effect of the ad- 
justments is shown in Chart II. The 
adjustments have been limited to the 
federal individual income tax, for 
which the tax liability can be readily 
computed. Thus, the chart does not 
allow for the variation in payments 
under other taxes due to family and 
dependency status. The money income 
concept is used, since noncash and im- 
puted income are not ordinarily taxed 
under the income tax. 

The procedure followed was, first, to 
deduct from Musgrave’s estimates of 
the effective rates of tax (line 1, Table 
2, in his Rejoinder in this issue) the 
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CHART II 
Errective Rates or Totat Taxes sy INcoMge CLassgs, 1948 1 

# of Income @ of Income 
50 50 

A: Single person, no dependents 
“5h B: Married couple, no dependents B ng 

Cs Married couple, 2 dependents 

D: Married couple, 4 dependents 
4O -— — ho 
3$ —135 
<< an bad 

All spending 
units 2/ 
25 —425 
20f— —420 
15-— —y15 
tine sand —_— 
,| l l N l | l . 
Under $1,000- $2,000~ $3,000— $4,000- $5,000 Over 
$1,000 2,000 3,000 4,000 5,000 7500 $7,500 


MONEY 


INCOME 


CLASSES 


1/ Based ypon income concept in Musgrave's initial study, 
2/ As estimated by Musgrave (see Table 2 in his "Rejoinder" in this issue), 


effective rates of the federal income 
tax (as derived from line 1, Table 5). 
To this adjusted series of rates were 
added the computed effective income 
tax rates in 1948 for each size group. 
The chart also shows Musgrave’s effec- 
tive rate curve for all taxpayers. 

The individual income tax provides 
the main element of progression in the 
tax structure. To the extent that the 
corporation income tax falls upon 
stockholders, it also is progressive, but 


this progression is not important until 
the $7,500 income level. It is estimated 
that more than 70 per cent of total 
dividend payments to individuals are 
received by taxpayers with incomes 
above this level (see line 12 in Mus- 
grave’s Appendix Table I). The fed- 
eral individual income tax provides a 
$600 exemption for single persons, 
$1,200 for married couples with no de- 
pendents, and $600 for each additional 
dependent. For the first one or two tax 
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brackets above these exemption levels, 
the step-up in effective income tax 
rates is relatively rapid. The chart 
shows that, below the income tax ex- 
emption levels, the estimated effective 
rates of total tax payments decline as 
income rises. This decline is due to the 
weight of the property tax and the 
various taxes which are assumed to be 
distributed according to consumers’ 
spending. The curves are U-shaped for 
all size groups except single persons. 
This pattern would probably be accen- 
tuated if the estimates for tax pay- 
ments other than the income tax were 
also adjusted for the variation in con- 
sumption standards due to family size. 
The U-shaped feature is less pronounced 
in the composite curve for all taxpayers, 
since the curves for the different size 
groups vary in shape and do not always 
move in the same direction. 


Difficulties Arising out of the Treat- 
ment of Nonmoney and Imputed In- 
come. 


When nonmoney income (e.g., 
home-grown food and rental value of 
owner-occupied homes) and imputed 
income (e.g., corporate taxes and un- 
distributed profits) are added to the 
money income in each class, correct 
statistical procedure requires that the 
taxpayers to whom this additional in- 
come is assigned be shifted upward in 
the income scale. In many cases, this 
shift will be large enough to push these 
taxpayers above the class limits and into 
a higher income group. Musgrave did 
not allow for such shifting, nor did 
Tucker. Instead, nonmoney and im- 
puted income were lumped together 
with money income in each class, and 
effective tax rates were recomputed. 
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The addition of nonmoney income is 
particularly important in the first two 
income classes. In the lowest income 
class, its effect is to reduce Musgrave’s 
estimate of the effective tax rate from 
28.4 per cent, on the basis of a money 
income concept, to 17.9 per cent, on 
the basis of the broader income series; 
in the $1,000-$2,000 class, the reduc- 
tion is from 24.0 per cent to 20.5 per 
cent (see lines 1 and 2 in his Table 2). 
This eliminates the U-shaped feature of 
Musgrave’s tax distribution curve. Be- 
cause of this substantial change, it is 
important to determine the nature of 
the error that is introduced when no 
allowance is made for the upward shift 
of taxpayers with nonmoney and im- 
puted income. 

Let us first consider the probable ef- 
fect of adding nonmoney income. In 
order to illustrate the nature of the 
problem, let us make the simplifying 
assumption that, for the bulk of the 
taxpayers receiving nonmoney income 
in the lower income classes, the amount 
received is sufficiently large to shift 
them into the next higher income class. 
In this event, the effective tax rate in 
the lowest class would be changed only 
slightly when nonmoney income is 
added. Because of the heavy concen- 
tration of nonmoney income at the 
bottom of the income scale, the num- 
ber of taxpayers and the amount of in- 
come shifted from the first to the 
second class will be considerably more 
than the amounts shifted upward from 
the second to third class. This will re- 
sult in a substantial reduction in the 
effective tax rate in the second class, 
and progressively smaller reductions in 
higher income classes. The U-shaped 
feature of the tax distribution curve 
would thus be accentuated. 
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The simplifying assumption made 
above as to the effect of adding non- 
money income in the lower class inter- 
vals may not be very far from the ac- 
tual situation. Nonmoney income is 
concentrated among the rural popula- 
tion, which accounts for half the num- 
ber of persons with incomes below 
$1,000. Rural families typically are 
large families, and they are likely to 
have sizable amounts of home-grown 
food and other forms of noncash in- 
come. With the introduction of the 
broader income concept, therefore, most 
of these families will probably fall in 
the next higher class. The problem of 
estimating the net effect of shifts of 
this sort is extremely complex. It is 


doubtful whether any short-cut meth- 
ods of adjustment would be satisfac- 
tory. 

Failure to allow for the upward shift- 
ing of taxpayers who are credited with 


imputed income in the form of undis- 
tributed profits and corporate tax pay- 
ments poses a somewhat different prob- 
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lem. These types of income are subject 
to a relatively high effective tax rate. 
Allowing for shifting, therefore, would 
increase the effective tax rates in the in- 
come classes which, on balance, would 
gain additional taxpayers as a result of 
the shifting process. 


+ + + % + + 


In drawing attention to these techni- 
cal difficulties, the authors are not ques- 
tioning the general usefulness of the re- 
sults presented by Musgrave and others 
who follow essentially the same meth- 
ods. We believe, however, that efforts 
to refine the burden analysis studies by 
adding estimates for significant sub- 
groups, and by improved methods of 
allowing for nonmoney and imputed 
income, should be encouraged. To a 
large extent, progress in tax burden 
analysis is dependent upon progress in 
obtaining more adequate estimates of 
the distribution of consumers’ income 
and spending and of year-to-year 
changes in this distribution. 
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REJOINDER TO DR. TUCKER 


R. A. MUSGRAVE AND L. FRANE * 


I. GENERAL RESULTS 
R. TUCKER’S and our end result 


is expressed in terms of effective 
rates of tax, that is, tax payments as 
per cent of income by income brack- 
ets! This end result depends on two 
clearly distinguishable parts—(1) the 
distribution of income and (2) the 
distribution of tax payments. 

With regard to the distribution of 
income, Dr. Tucker makes an inter- 
esting addition to our discussion. He 
proposes that effective rates of tax be 
computed with reference to a broader 
concept of income than money income 
only. He shows that if this is done, 
regression at the lower end of the scale 
disappears. While Dr. Tucker’s method 
of deriving his nonmoney income series 
is unsatisfactory, an alternate distribu- 
tion developed by us shows rather 


* We gratefully acknowledge the assistance of the 
Research Seminar in Quantitative Economics of the 
University of Michigan which contributed the serv- 
ices of Miss Frane for the statistical analysis under- 
lying the results of this paper. Also, we are in- 
debted to the Survey Research Center of the Univer- 
sity of Michigan for further assistance. 


1See R. §. Tucker, “ Distribution of Tax Burdens 
in 1948,” National Tax Journal, IV (September, 
1951), p. 269, and R. D. Musgrave, J. J. Carroll, 
L. D. Cook and L. Frane, “ Distribution of Tax 
Payments by Income Groups: A Case Study for 
1948,” same Journal, IV (March, 1951), p. 1. 
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similar results. The use of broader in- 
come concepts opens new difficulties, 
but it is interesting additional informa- 
tion. At the same time we reject Dr. 
Tucker’s charge that our income con- 
cept is a “statistical error” and that 
his concept is correct. There are good 
reasons why the broader concept should 
be considered supplementary to, not in 
lieu of, the results based on money in- 
come. 

With regard to the distribution of 
tax payments, Dr. Tucker’s comments 
add little, and they are rather mislead- 
ing. He proposes many detailed 
changes which leave the general reader 
with the impression that there exist a 
large number of weighty errors, all de- 
signed to overallocate taxes to the lower 
brackets. This impression does not 
stand up under careful analysis of Dr. 
Tucker’s evidence. Some of his criti- 
cisms are valid, and it would be sur- 
prising indeed if he should not be able 
to suggest some improvements in so de- 
tailed a study. These points are taken 
care of in our revision, but they do not 
alter the picture much. Many other 
points of contention are debatable, and 
there are some which we believe are 
mistaken and major sources of error in 
Dr. Tucker’s own conclusions. 
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Unfortunately Dr. Tucker did not 
assemble his distribution of total tax 
payments by income brackets. Had he 
done so, he would have found his dis- 
tribution to be almost the same as ours. 
Surely, this would have been pertinent 
information for the reader. It would 
have shown that the differences between 
Dr. Tucker’s and our effective rate 
patterns are due almost entirely to the 
use of different income concepts. Also, 
it would have destroyed the impression, 
gained by the general reader of Dr. 
Tucker’s review, that the bulk of our 
analysis (ninety per cent of which 
dealt with the distribution of tax pay- 
ments) contained a long succession of 
errors all tending toward an overstate- 
ment of the tax burden on the lower 
brackets. 

At the same time this striking, and 
indeed unexpected, similarity of our 
over-all results does not prove them 
correct since it covers up a number of 
offsetting differences. Our four “ most 
serious errors,” according to Dr. 
Tucker, are: (1) failure to include in- 
come in kind; (2) inclusion of re- 
tained corporation earnings in income; 
(3) exaggeration of wage income in 
lower brackets; and (4) allocation of 
tax on farm land according to rental 
income. 

Point (1) was covered already. 
With regard to (2) we find our pro- 
cedure to be one of various permissible 
methods, whereas Dr. Tucker’s pro- 
cedure (of excluding retained earnings 
on the income side but imputing the 
entire part of the corporation tax fall- 
ing on dividends and retained earnings 
on the tax side) seems untenable to us. 
With regard to (3), we show that the 
use of our wage series (which Dr. 
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Tucker was justified in criticizing and 
which is now replaced) was more 
limited than unclear exposition on our 
part led Dr. Tucker to believe. With 
regard to (4), we find that the mixture 
of series used by Dr. Tucker may or 
may not be superior. But, however 
this may be, the resulting difference is 
of negligible quantitative importance. 

The major points in which we be- 
lieve Dr. Tucker’s changes to be in- 
correct are his treatment of retained 
earnings and corporation taxes falling 
thereon (which renders his results more 
progressive) and his distribution of 
dividend income (which renders his re- 
sults less progressive). | Numerous 
other points at which we disagree con- 
cerning the appropriate series to be used 
or the assumption to be made in regard 
to shifting are more largely a matter of 
judgment. 


Il. INCLUSION OF NONMONEY INCOME 


We begin with the income distribu- 
tion aspect of the problem, and for this 
part of our discussion hold the distri- 
bution of tax payments constant. We 
will comment in turn on the derivation 
of the nonmoney income series, the 
difference in incidence patterns result- 
ing from the use of different income 
concepts, and the merits of various con- 
cepts. 


Distribution of Nonmoney Income 


Our earlier income series (with 
minor adjustments) is shown in line 6 
of Table 1, and the components in lines 
1-3. Lines 4 and § are the additional 
items included in our broader series 
shown in line 7.2, This series is more or 
less comparable to that of Dr. Tucker 
as shown in line 11. 


2 For explanation of lines 4 and § see Appendix A. 





No. 1} 


Dr. Tucker and we start out with 
the same S.R.C. series on money in- 
come, as shown in lines 1 and 8. We 
both add corporation tax payments 
imputed to the shareholder (lines 2 and 
9), the distribution being according to 
the distribution of dividends.* Lack- 


ing better evidence, we based our divi- 
dend series on an estimated bridge be- 
tween dividend receipts by taxpaying 
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data. He states that he “ multiplied 
the proportion of units owning stocks 
in each income bracket at the begin- 
ning of 1949, as reported by the 
S.R.C.—by the money income of that 
bracket, added the results and prorated 
them among the brackets.”* This 
method seems unacceptable to us, as we 
can find it meaningful only on the 
implicit assumption that for share- 


TABLE 1 
PERCENTAGE DISTRIBUTIONS OF INCOME * 








Spending Unit Income Brackets 
(Thousands of dollars) 


Item 





All 
Brackets 





Underl 1-2 23 


(Millions 


34 45 575 75+ Total? of dollars) 





Distributions 

. S.R.C. money income 

. Unshifted corporation 
tax 

. Retained 
earnings 

. Other money income 

. Other imputed income 

. Total series, Initial 
Study (1+2+3) . 

. Total series, broader 

concept (6+4+5) .. 


Dr. Tucker’s Distributions 


8. S.R.C. money income 
9. Unshifted corporation 

tax A 
10. “Other” income .... 138 
11. Total series (8+9+10) 2.7 


2.0 76 «616.1 


14 44 
corporation 

14 
19.5 
13.6 


44 
18.2 
17.2 


19 


28 15.1 


2.0 16.1 

56 
19.3 
16.0 


195 145 173 23.0 


714 


100.0 176,000 


57 48 95 100.0 7,057 


714 
12.4 
13.9 


5.7 
8.0 
148 


48 
6.1 
10.9 


95 
13.0 
148 


100.0 
100.0 
100.0 


13,484 
2,600 
12,500 
196,541 


211,641 


18.1 135 165 281 100.0 


177 132 163 270 1000 


195 145 173 230 1000 176,000 


6,485 
13,000 
195,485 


9.0 
13.2 
14.2 


18.0 
96 
16.8 


573 
11.2 
23.4 


100.0 
100.0 
100.0 


8.1 
18.2 
19.0 





* For explanation of lines 4 and 5 see Appendix A. 
t Components do not necessarily add to 100 per cent due to rounding errors. 


units (derived from Statistics of In- 
come data) and the S.R.C. distribution 
of spending units. Although the data 
were inadequate, we found the results 
to be reasonable. Dr. Tucker dislikes 
our series and constructs one of his own, 
according to which dividends are dis- 
tributed more equally. Dr. Tucker de- 
tives his series entirely from S.R.C. 


3 The amount of tax imputed in Dr. Tucker’s case 
falls short of ours by $572 million. This includes 
some difference in total, but is largely due to the 
use of a slightly different shifting assumption. 


holders the ratio of dividend to other 
income is the same in all brackets. This 
assumption is mistaken, as dividend in- 
come will increase when moving up 
the scale.” The resulting underalloca- 
tion of dividends to the top bracket 
leads to an understatement of upper 
bracket income. As shown later, it also 


4See Dr. Tucker, op. cit., p. 284. Reference is 
to Federal Reserve Bulletin, Dec., 1950, p. 1590, 
Table 5. 


5 This is shown clearly by Séatistics of Income, 
Part I, Preliminary Report for 1948. 
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leads to an underallocation of upper 
bracket taxes. The net effect is to re- 
duce progression.® It goes far to offset 
Dr. Tucker’s many other corrections, 
most of which tend in the opposite di- 
rection. 

As shown in line 3 of the table, our 
series includes retained earnings which 
are imputed to shareholders. Dr. 
Tucker omits this item and considers 
our procedure to be one of our four 
major errors. As discussed at great 
length in our Initial Study, the prob- 
lem may be handled in two ways: one 
may impute retained earnings on the 
income side, and the tax on retained 
earnings on the tax side; or one may 
omit both items.’ As shown in our 
Initial Study, the net results under the 
two procedures are rather similar.» We 
chose the first approach partly because 
we wanted to allocate the entire tax 
bill (and to avoid the awkward con- 


clusion that part of the corporation tax 
is paid by “ nobody ”’), and partly be- 
cause we considered it to be the more 


significant case. Yet, we would not 
debate Dr. Tucker’s judgment if he 


6 The resulting error on the income side leads to 
an overstatement, but the resulting errors on the 
tax side lead to an understatement of progression. 
The latter much offsets the former, especially since 
retained earnings are excluded on the income side. 


7 The argument that total retained earnings must 
be imputed to the shareholder does not imply that 
the entire corporation tax must be thus imputed, 
but only the entire part of the tax which falls on 
retained earnings. If we assume no part of the tax 
to fall on retained earnings, then whether retained 
earnings should be imputed on the income side or 
not is a matter of income definition only. If we 
assume that part of the tax falls on retained earn- 
ings we can either (1) impute the entire retained 
earnings and the entire part of the tax falling on 
retained earnings, or (2) disregard retained earn- 
ings on the income side and assume that the tax 
falling on retained earnings does, in fact, fall on 
“ nobody,” i.e., fail to allocate the total tax bill. 


8 See Initial Study, p. 42. 
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preferred the second approach and ex- 
cluded both retained earnings and the 
tax thereon. But this is not what Dr. 
Tucker does. He chooses to impute the 
entire part of the corporation tax fall- 
ing on dividends and retained earnings 
without imputing retained earnings. 
Unless it is assumed that the entire un- 
shifted part of the corporation tax goes 
to reduce dividends (which is surely 
not the case), this implies that a tax on 
retained earnings is a burden to the 
shareholder, while an addition to re- 
tained earnings does not add to his in- 
come. This, we submit, is untenable. 
The result is an overstatement of pro- 
gression by way of understating high 
bracket income. 


The derivation of our broader in- 
come concept involves the further ad- 
dition of certain items of money in- 
come (line 4, Table 1) and of non- 
money income not contained in the 
§.R.C. series but contained in the De- 
partment of Commerce concept of per- 
sonal income. ‘The derivation of both 
series is described in detail in Appendix 
A. Dr. Tucker, who is not too clear 
on the point, apparently also tries to 
distribute the Department of Com- 
merce total of nonmoney income. 
Comparison of our nonmoney income 
distribution (line 5) with that of Dr. 
Tucker (line 10) shows the two to be 
quite similar in the first two brackets. 
Beyond this, our distribution allocates 
more to the upper brackets than does 
his. This is to be expected as Dr. 
Tucker allocates the total amount ac- 
cording to 1941 ratios of money to 
nonmoney income, as shown in the 
1941 B.L.S. study. This is not a valid 
assumption. The components con- 
tained in the B.L.S. study on Spending 
and Saving in Wartime include the 





No. 1] 


value of food, housing, fuel, ice, cloth- 
ing, and household furnishings received 
without direct money outlay. The De- 
partment of Commerce concept, in ad- 
dition, includes items such as imputed 
interest on government bonds and the 
value of services furnished individuals 
without payment by financial inter- 
mediaries. The distributive pattern of 
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and 10 are important only in the upper 
part of the scale. 


Effective Rates with Different Income 
Conce pts 


As Dr. Tucker points out, the pat- 
tern of effective rates differs substan- 
tially, depending on whether the nar- 
rower or the broader concept of income 


TABLE 2 
ErrectTive Rates oF TAX FoR DIFFERENT INCOME AND Tax DISTRIBUTIONS * 








Spending Unit Income Brackets 
(Thousands of dollars) 





Under 1 
Our Revised Tax Distribution, 
including payroll taxes 
1. Income series, Initial Study 
2. Broader income series 
3. Dr. Tucker’s income series .. 
Our Revised Tax Distribution, 
excluding payroll taxes 
4. Income series, Initial Study 
5. Broader income series 
6. Dr. Tucker’s income series .. 
Dr. Tucker’s Tax Distribution, 
including payroll taxes 
7. Income series, Initial Study 
8. Broader income series 
9. Dr. Tucker’s income series. . 
Dr. Tucker’s Tax Distribution, 
excluding payroll tazes 
10. Income series, Initial Study 
11. Broader income series 
12. Dr. Tucker’s income series .. 


23.5 
14.6 
15.8 


19.4 
16.4 
17.8 





4-5 


2-3 


34 5-75 75+ Total 


21.3 
19.6 
20.2 


22.4 
21.1 
21.7 


23.9 
22.6 
23.4 


25.0 
23.4 
25.9 


38.4 
36.6 
43.2 





.* For lines 1 to 6, the tax distribution is as shown in our Table 5. For lines 7 to 12, the distri- 
bution is based on dollar totals underlying Table 5 of Dr. Tucker’s study, and kindly supplied 


by him. 


the latter type of items obviously differs 
from that of the former.® Neverthe- 
less, the resulting differences in lines 5 


®Dr. Tucker’s total of $13 billion presumably is 
the amount quoted in note 1, p. 11 of our Initial 
Study. He apparently assumes that the components 
of this total—which was an estimate given in recon- 
ciliation of $.R.C. and Department of Commerce 
income—are those of nonmoney income as defined in 
the B.L.S. study for Spending and Saving in War- 
time. The $13 billion referred to in our footnote 
Were items included in the personal income concept 
of the Department of Commerce. Only $8 billion 


Income distributions are as shown in lines 6, 7, and 11 of Table 1. 


is used. This is shown in lines 1 to 3 
of Table 2, where our revised tax dis- 





of this total are of a type similar to the items in- 


cluded and described in the B.L.S. 1941 survey; 
moreover, even these items are not quite the same, 
and methods of measuring similar items as well as 
weights differ in the two cases. The other $5 bil- 
lion are items not considered by the B.L.S. study, 
such as accrued interest or services of financial 
intermediaries. Some detailed information on the 
differences between the B.L.S. and Department of 
Commerce concepts was furnished us by Miss 
Margaret Reid but cannot be included here. 
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tribution is applied to the various in- 
come series.'° Comparison of lines 1 
and 2 shows that if the broader income 
concept is used, regression disappears 
from the first to the second lowest 
bracket and is replaced by distinct 
progression. Also, the degree of pro- 
gression from the second to the third 
bracket is steepened. As between the 
$2,000-3,000 and the $5,000-7,500 
brackets, the rate schedule is slightly 
regressive (or, allowing for defects of 
the data, substantially proportional) 
under both income concepts.’’ While 
the results differ depending on whether 
Wwe use our narrow income concept 
(line 1) or our broad income concept 
(line 2), they are much the same for 
our broad income concept (line 2) and 
Dr. Tucker’s income concept (line 3). 
The remaining differences are (a) that 
Dr. Tucker shows somewhat less pro- 
gression from the first to the second 


bracket, and (b) that the degree of 
progression from the second highest to 
the highest bracket is exaggerated in 


Dr. Tucker’s case. Difference (a) re- 
flects the fact that when moving from 
the S.R.C. to the “ broader” income 
concept, we put a somewhat larger 
amount in the bottom bracket. Dif- 
ference (b) reflects the fact that Dr. 
Tucker, due to his exclusion of retained 
earnings (combined with imputation of 
the entire part of corporation taxes 
which is taken to rest on dividends and 
retained earnings) understates high 
bracket income. 


10 A comparison between the cases using Dr. 
Tucker’s and our tax distributions is considered 
later. 


11Jn the earlier study (op. cit., p. 26, Table 6, 
line 9) distinct progression began between the 
$4,000-5,000 and $5,000-7,500 brackets. This now 
disappears as the result of our change in personal 
income tax treatment. 
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Significance of Different Income 
Conce pts 


Dr. Tucker classifies our income 
concept as a statistical error, and—it 
may be presumed—considers his con- 
cept to be statistically correct. We re- 
gret that we did not include a discus- 
sion of the conceptual problem in our 
earlier study. What constitutes the 
proper income concept for a study of 
this sort (i.e., the concept most expres- 
sive of “ ability to pay”) is a matter of 
judgment. Certainly, it cannot be 
argued that one concept is correct to 
the exclusion of all others. 

The items of nonmoney income (line 
§ of Table 1) which are added to ob- 
tain our broader series may be divided 
into two groups, including first, income 
which is not realized (such as undis- 
tributed earnings of fiduciaries and ac- 
crued interest on savings bonds); and 
second, nonmoney income which is 
realized (such as nonmoney income of 
farm operators, nonmoney wages, serv- 
ices of financial intermediaries, imputed 
net rental income from owner-occupied 
houses and so forth). Regarding the 
first group, as for retained corporate 
earnings, the issue is whether unrealized 
income should be included. Our rea- 
sons for including retained earnings of 
corporations have been mentioned 
previously, and since they are included, 
the other items are added for consis- 
tency. As long as the corresponding 
adjustment is made on the tax side, 
there is room for debate whether these 
items should be included. Yet Dr. 
Tucker’s sweeping contention that 
“even tax authorities do not regard un- 
realized capital gains as income” is 
quite incorrect.’ Apparently such well 


12 Tucker, op. cit., p. 277. 
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known writers as Schanz, Haig, or Si- 
mons are not to be rated as tax author- 
ities.’* 

The items in the second group in- 
volve no problem of realization. They 
are consumed, and hence realized, in- 
come. Here the question is only how 
far one should go in including such 
items. If wages in kind and food 
grown on farms are included, one may 
also wish to include the work of house- 
wives. Or, if rental income ‘from 
owner-occupied residences is included, 
one may also wish to include imputed 
income from other nonincome earning 
assets held by the taxpayer.’* If all 
such adjustments are included, it may 
well be that the effective rate pattern 
based on the “broader” income con- 
cept would be less, not more, progres- 
sive than that based on the narrower 
concept of money income. And this 


is not the end. There is the basic ques- 


tion whether income as such is an ade- 
quate measure of ability to pay—this 
view is implied in the kind of analysis 
here under discussion—or whether 
other features should be considered as 


13 See H. C. Simons, Personal Income Taxation, 
Chapter VII. The question whether unrealized 
gains should be included in the ideal income defi- 
nition is one problem; whether it is feasible in 
actual tax legislation to do so (or whether attempts 
at inclusion would increase inequities) is another. 
An affirmative answer to the first question is all 
that is needed to justify our procedure. It may be 
argued that such gains, during 1948, were partly due 
to price level increase and hence not “ real” gains. 
This is correct, and the “true” income concept 
would be in real terms. But it is obviously hope- 
less to adjust for this factor, e.g., to impute losses 
to savings bond holders. 


need not be durable consumer 
goods, since we are not kere concerned with a con- 
sumption concept of income. Using the accretion 
of wealth concept of income, we may impute an in- 
come to cash holdings (which could be invested) as 
well as to a car which could be loaned out, or the 
proceeds from which could be invested. 


14 These assets 
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well. Thus, it might be argued that an 
income should be imputed to leisure 
(i.e., voluntary unemployment), or 
that wealth (in addition to the income 
derived therefrom) adds to taxable 
capacity because it constitutes a con- 
tingency reserve. 


To be sure, it would be impossible to 
construct such an over-all index of tax- 
paying ability, and at best it would be 
a highly subjective concept. As an ap- 
proximation, it is of interest to include 
only such items as are valued in the De- 
partment of Commerce total. How- 
ever, it is important to emphasize the 
arbitrary nature of the income concept 
and the difficulties which arise once the 
simple concept of money income is 
abandoned.”” 


The results of the money income ap- 
proach are of special interest because 
the tax law addresses itself to the 
money sector of the economy. While 
it fails to reach certain nonmoney is- 
lands, this is a defect rather than an in- 
tent of the law. For policy purposes it 
is of interest, therefore, to see how the 
law works out in terms of the money 
area to which it is addressed. More- 
over, nonmoney income is not spread 
equally among all people within the 


15 Looking back at other studies of this kind we 
find that the choice of the income concept was based 
on expediency. Thus Shirras and Rostas, whose 
study appeared prior to distribution data becoming 
available, use a statutory income concept. (Shirras 
and Rostas, The Burden of British Taxation, Cam- 
bridge, 1943.) The T.N-E.C. study of Colm- 
Tarasov, and the later revision of Miss Tarasov 
(“Who Does Pay the Taxes?” Social Research, 
1942), as well as Dr. Tucker’s critical review of 
the earlier study (The Tax Review, July, 1941) are 
all based on the 1935-1936 N.R.B. distribution. 
The latter includes some imputed income but there 
is no discussion of the adequacy of the concept in 
these tax studies. The Adler study (see Fiscal 
Policies and the American Economy, Kenyon E. 
Poole, ed.) finally uses the §.R.C. data as we do. 
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same income bracket. Nonmoney in- 
come, especially in the lower brackets, 
appears to be concentrated largely 
among a well defined group, i.e., the 
farm population. It would be of in- 
terest, therefore, to make a separate 
burden study for the farm and the 
nonfarm population.’ While we did 
not have the time to do this, it is our 
guess that the effective rate schedule 
for the urban sector (which accounts 
for the bulk of taxes and a relatively 
small part of low bracket nonmoney in- 
come) would be rather similar to the 
results obtained with the money income 
series. In short, line 2 makes an inter- 
esting supplement to line 1, but it 
should not be taken to replace our 
initial result. 


Ill, THE DISTRIBUTION OF TAX 
PAYMENTS 


We now proceed to the tax distribu- 
tion aspect of the problem and, for this 
part of our discussion, hold the distri- 
bution of income constant. As noted 
before, the impression gained from Dr. 
Tucker’s lengthy list of detailed criti- 
cisms is that of innumerable weighty 
errors, mostly exaggerating the tax 
burden in the lower brackets and com- 
pounding a wholly unreliable over-all 
picture. This is not borne out by care- 
ful analysis of Dr. Tucker’s evidence, 
but not every reader has the necessary 
time for such testing. 


The Over-All Results 


Most striking is the fact that the 
composite results reached by Dr. 
Tucker’s and our tax allocations are 
very nearly the same. As noted before, 
it is unfortunate that this was not 
stated in Dr. Tucker’s article. 


16 As suggested by Dr. L. Klein of the Survey 
Research Center. 
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Comparison of columns 1 and 3 of 
Table 3 shows the distribution of total 
tax payments according to our study 
and according to Dr. Tucker’s.’” The 
similarity holds through the entire in- 
come range. If payroll taxes are ex- 
cluded, as in columns 4 and 6 the 
relationship is just about as close, 
Comparison of columns 1 and 2, fur- 
thermore, shows that there are only 
minor differences between the over-all 
results of our initial and our revised 
series in which we correct for those 
criticisms of Dr. Tucker’s which seem 
justified to us. The only significant 
difference is that there has been a mod- 
erate shift from the $5,000-$7,500 to 
the $7,500 and over bracket. This re- 
flects the change in our personal income 
tax distribution. 


The distribution of tax payments 
being very similar, it follows that the 
effective rate schedule will be much the 
same, whether Dr. Tucker’s or our tax 
distribution is used, as long as the dis- 
tributions are applied to the same in- 
come series. This is shown in Table 2, 
where we find very similar rate patterns 
in lines 1 and 7, 2 and 8, 3 and 9, 4 
and 10, 5 and 11, and 6 and 12, re- 
spectively. 


Major Sources of Difference 


As noted before, the similarity in 
our over-all results covers up many off- 


setting differences in detail. In Table 
4 we attempt to appraise the quantita- 
tive importance of the differences be- 
tween our original tax distribution and 


17 The differences shown in the table are exag- 
gerated because they include some differences in yield 
total. For our totals see text Table 5 below and 
Table 2 of Initial Study. Dr. Tucker’s totals, read- 
ing down the last column of Table 5, part A, are 
(in millions of dollars): $18,039; $526; $12,886; 
$7,911; $6,269; $5,238; $900; $179; $6,136; and 
$58,084. (Figures supplied by Dr. Tucker.) 
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TABLE 3 
DiIstRIBUTION oF TotaL TAXEs 
(In Per Cent) * 





Excluding Payroll Taxes 














Seending Unit Including Payroll Taxes 
Income Brackets 
(1) (2) (3) (4) (5) (6) 
(Thousandsof ‘Initial Revised Dr.Tucker’s Initial Revised Dr. Tucker's 
ae Study Results? Results Study Results Results 
2) Gene 18 19 1.7 18 18 16 
| ee 5.9 58 54 5.7 56 5.0 
BE es sched 13.1 13.5 128 12.0 12.0 119 
OS Serer rr T 16.0 16.5 16.0 15.2 15.5 15.3 
ree 11.9 12.0 126 11.7 118 12.4 
Oe 15.4 14.3 16.0 15.7 14.5 16.1 
(Po  eeeee Teer 35.8 36.1 35.4 38.0 38.7 37.7 
| er 100.0 100.0 100.0 100.0 100.0 100.0 





* These differences reflect differences in distribution and also differences in total taxes allo- 
cated. Components do not necessarily add to 100 per cent due to rounding errors. 
7 This distribution is the same as line 20 of Table 5. 


TABLE 4 

Sources oF DIFFERENCES IN Tax DISTRIBUTIONS * 
Excess or ALLOCATIONS BY Dr. TUCKER OVER OUR ALLOCATIONS 
(Millions of dollars) 
































Differences 
; : hie ee Total 
Spending Unit Income Brackets 
Item (Thousands of dollars) an ae 
Under 1 1-2 2-3 344 4-5 5-7.5 7.5+ 
1. Personal income tax— 
| CE eee 9 tetetcc= FF Sy. =a ae 1,028 18,045 
2. Corporation income 
tax—federal ......... - 2 - il 194 214 333 769 -—1,504 12,920 
ES Serre teers — 20 - 45 - 87 -145 64 62 156 14,005 
4. Social security ........ 4 - 3 -250 -124 11 147 213 4015 
Sg) ee - 80 -199 -206 -145 19 155 466 6,064 
6. Estate and gift and in- 
rere 1 6 21 31 36 72 — 166 1,097 
7. Personal income tax— 
state and local ...... ais 2 12 10 5 4 - 33 499 
8. Corporation income 
tax—state and local.. .... - 1 10 11 19 41 - 81 699 
9. Total differences ...... — 92 —-241 -315 -148 343 365 79 
10. Total amount paid ac- 
cording to our tax dis- 
EE Re ae 1,052 3,366 7,523 9,194 6834 8815 20,552 57,344 





_ *For each tax category the total tax allocated in our Initial Study is distributed (1) by our 
distribution pattern and (2) by Dr. Tucker's distribution pattern. This distribution pattern was 
derived from a table furnished by Dr. Tucker, giving the dollar distribution of tax liabilities 
underlying his Table 5. The amount allocated to each income bracket by us is then deducted 
from the amount allocated by Dr. Tucker, to get the differences shown in Table 4. 





24 NATIONAL TAX JOURNAL 


that of Dr. Tucker. It appears that 
there are important differences in the 
federal personal income tax, the corpo- 
ration tax, the payroll taxes, and the 
property tax. The differences, though 
substantial for specific taxes, are largely 
offsetting. The remaining net differ- 
ences shown in line 9 are quite small, 
relative to the total dollar allocations 
shown in line 10."* 

As the result of Dr. Tucker’s ad- 
justments, tax liabilities are transferred 
toward the lower brackets (as com- 
pared to our results) in the case of the 
corporation income, estate and gift, 
and state and local personal income 
taxes. Among these only the first car- 
ries much weight, the transfer being 
from the top bracket to the $2,000 to 
$7,500 range. The other adjustments, 
in the federal personal income tax, pay- 
roll taxes, and the property tax, are in 
the opposite direction. In the personal 
income tax adjustment, a substantial 
amount of liabilities is transferred from 
the $4,000 to $7,500 range to the top 
bracket, and for this range it largely 
offsets the reverse effect of the corpo- 
ration tax adjustment. The property 
tax adjustment moves liabilities up 
throughout the income scale, and is 
largely responsible for the net change 
below $2,000. The adjustment in pay- 
roll taxes, finally, moves up liabilities 
from the $2,000 to $4,000 income 
range, but it is not significant in the 
bottom bracket. 


Specific Differences 


Space and the reader’s patience do 
not permit us to undertake a line-by- 
line rejoinder of Dr. Tucker’s many 


points. But at least the major ones 
need to be commented on briefly. In 


18 Note that in Table 4 differences due to differ- 
ent yield totals have been eliminated. 
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the process, we also indicate the more 
important changes made in our revised 
series, shown in Table 5.1® As noted 
before, the revised distribution of total 
taxes is quite similar to our earlier re- 
sult except for the two top brackets, 
As to specific taxes, the results are quite 
similar, except for the two top brackets 
of the personal income tax.”° 

Personal Income Tax. Dr. Tucker 
accepts our distribution of personal in- 
come tax payments for brackets under 
$4,000, but above that level he shifts 
the distribution upwards. This cor- 
rection is based on the Preliminary 
Statistics of Income for 1948 which had 
not appeared when our study was 
made. While the case is not conclusive, 
it appears that Dr. Tucker’s adjustment 
of the S.R.C. data is justified since the 
S.R.C. data are not efficient for calcu- 
lating the tax liabilities of families in 
the top bracket. His adjustment is ac- 
cepted in our revised series. As shown 
in Table 4, line 1, the result is largely 
one of transferring taxes from the sec- 
ond highest to the highest bracket. 
This means that the “plateau” of 
nearly proportional taxation in the mid- 
dle range is extended upward. 

Corporation Income Tax. Dr. 
Tucker generally agrees with our shift- 
ing assumptions for the standard case. 
This is perhaps unfortunate. The 
shifting assumption with regard to the 
corporation tax is the point which, 
above all others, is in need of verifica- 
tion and debate. Since we are agreed in 
this respect, the differences in results 
are due very largely to Dr. Tucker’s 
use of a new series for the distribution 


19 For details see Appendix C. 


20 This will be seen from comparison of Table 5, 
lines 11-20 with Initial Study, Table 7, lines 7-11, 
and Initial Study, Table 11, lines 7-11. 
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of dividend income. As _ previously 
noted, this series is unacceptable as it 
is based on the faulty assumption that, 
for shareholders as a group, the ratio of 
dividend to other income is constant 
for all brackets. Since large amounts 
are allocated on this basis, the point is of 
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on the basis of the revised wage series. 

Payroll Taxes. The general problem 
whether such taxes should or should 
not be included in a study of this kind 
is considered later. We are now only 
concerned with their allocation if they 
are included. 


TABLE 5 
Revisep DIstTRIBUTION oF TAX PAYMENTS * 











Spending Unit Income Brackets 


(Thousands of dollars) 





Underl 1-2 


2-3 34 45 575 75+ £Totalf 





Millions of dollars 





. Personal income tax— 
federal 

. Personal income tax— 

state and local 

. Corporation income tax.. 

Excises—federal 

Excises—state and local.. 

Social security 

. Estate and gift 

Inheritance 

Property 


— 


726 
714 
559 
410 


477 
3,355 


2 
3 
4. 
5. 
6. 
7 
8. 
9. 
0. 


9 $ 469 $1,533 


$2,327 $2,056 
38 
1,264 
1,117 
908 
640 


$2,652 


96 
1,649 
1,292 
1,028 

524 


$ 8,983 


349 
6,003 
1,466 
1,147 

323 

900 

179 
1,465 

20,816 


$18,039 


526 
13,028 
7,911 
6,246 
4,708 
900 
179 
6,127 
57,660 


9 34 
1,406 1,710 
1,394 1,700 
1,084 1,299 
1,435 1,260 


“987 
8,228 


6,903 


1,157 
9,487 


"929 
7,790 








Per Cent 





federal 26% 

. Personal income tax— 
state and local 

. Corporation income tax.. 

. Excises—federal 

. Excises—state and local... 

. Social security 

. Estate and gift 

. Inheritance 

. Property 


56 
9.0 
8.9 
8.7 


58 


12.9% 


6.4 
13.1 
21.5 
20.8 
26.8 


100.0% 


100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 


8.5% 114% 14.7% 
73 
9.7 

14.1 

14.5 

13.6 


18 
10.8 
176 
173 
30.5 


18.3 
126 
16.3 
16.5 
11.1 


16.1 
143 


144 
12.0 


189 
16.5 


152 
13.5 





*See Appendix C for discussion of the methods of allocation used. 
+t Components do not necessarily add to totals due to rounding errors. 


major importance in the discussion. It 
is the use of this series which offsets Dr. 
Tucker’s other adjustments and thus is 
largely responsible for the similarity of 
Dr. Tucker’s over-all results and those 
of our original study?! 


While this is a minor point, note that 
in our revised series the backward 
shifted part (one-eighth) is allocated 


*1 Tucker, op. cit., p. 274. 


Differences in our payroll tax results 
arise from both differences in the totals 
used and from differences in alloca- 
tion.2”. Dr. Tucker’s criticism of our 


22 Differences in totals used are due in small part 
to the use of a later source by Dr. Tucker but 
mostly to his inclusion of certain items (state and 
local Civil Service Retirement, Cash Sickness Com- 
pensation Funds and Government Life Insurance 
premiums) not included in our earlier series. For 
explanation of revised series, in which all but the 
last item are included, see Appendix C. 
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payroll tax allocation is based largely 
on a misunderstanding (the blame for 
which rests with our unclear exposition 
on this point) of what constituted our 
procedure. 

Dr. Tucker’s main criticism, listed 
as one of four major errors, is directed 
at our use of a faulty wage income 
series. His criticism of this series is 
valid and it has now been revised. 
The old series, however, was not used 
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standing. Rather, our heavier alloca- 
tion in the lower brackets resulted from 
a separate treatment of railroad retire- 
ment contributions which place more 
weight on the lower brackets than do 
the covered wages series. After revis- 
ing our covered wages series which 
was not very satisfactory, the differ- 
ences between Dr. Tucker’s and our re- 
sults remain much the same as in the 
Initial Study.” 





TABLE 6 

Sources oF DirFERENCE IN Property TAXEs * 

Excess oF ALLOCATION BY Dr. TUCKER OVER OuR ALLOCATIONS 
(Millions of dollars) 














Spending Unit Income Brackets 

















Tax sssciimeceneniteegmee at ) 
Under 1 1-2 2-3 ot 4-5 5-7.5 75+ 
_ — — - — ————— ———E = - J 
RON eh ava twin guenane -11 — 1 4 14 s —<— , 
eS SNe eer ee -— 29 - 60 - 71 - 23 6 30 149 ‘ 
3. Owner-occupied residential . -16 — 85 — 84 — 86 5 59 206 
Se Re Ee -14 —- 26 - 30 - 19 7 35 42 e 
5. Total real property ...... -—70 - 181 — 184 —114 32 142 382 1 
6. Total personal property .. -10 - 17 - 26 - 22 -12 4 79 i 
7.  Totalproperty .......... — 80 — 198 - 210 — 136 20 146 461 i. 
‘ Sark aa ccilin ahs dices , 
* For each tax category the total tax allocated in our Initial Study is distributed (1) by our ° 
initial distribution pattern and (2) by Dr. Tucker’s distribution pattern, as we understand it to be | 
on the basis of his text discussion. The amount allocated to each income bracket by us is then t 
deducted from the amount allocated by Dr. Tucker. 
directly in allocating payroll taxes. Property Tax. In the case of the f 
Rather, it was used to obtain a series on property tax it is particularly difficult t| 
covered wages which in turn was used to trace the differences in Dr. Tucker's 0 
in the allocation of payroll taxes.2* and our results. An attempt to ap- f 
This covered wage series happens to be praise these differences is made in Table V 
very similar to that used by Dr. 6. The major differences, it appears, Ic 
Tucker, especially for the two bottom arise in the treatment of rental prop- it 
brackets at which his criticism is di- erty and owner-occupied residences. h 
rected.” His conclusion that the use Dr. Tucker does not criticize our al 
of our wage income series led to heavy breakdown of the total property tax bi 
overallocation in the lower brackets yield between type of property, or be- n 
was, therefore, based on a misunder- tween land and improvements. Rather, he 
Pe ; - he disagrees with our shifting assump- 
“3 See Table 1, line 17, p. 11 of our Initial Study. tions and the series used. Dr. Tucker a 
24See our earlier Table 1, line 17 and Dr. 


Tucker’s Table 4, line 19. 


25 For new series, see Appendix Table I, line 8. 
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does not distinguish specifically between 
land and improvements. Since our al- 
location of property tax yield between 
land and improvements is based on 
sketchy evidence (and was presented as 
a means of making our assumptions 
explicit) there is no objection to this. 
But since he does not specifically dis- 
agree with our assumptions, it is of 
some interest to apply them to his pro- 
cedure. On this basis we find that Dr. 
Tucker limits shifting of the tax on im- 
provements to one-half in the case of 
farm, three-eighths in the case of busi- 
ness, and three-quarters in the case of 
rental property.*° Our assumption had 
been that the entire tax on improve- 
ments is shifted. It is a matter of 
judgment as to which assumption is 
more nearly correct. Since the prop- 
erty tax is a rather general and well 
established tax, and likely to be taken 
into account as a cost when making 
improvements, our assumption seems 
preferable to us. In the absence of 
empirical studies, Dr. Tucker is entitled 
to his assumptions, however, as are we 
to ours. 


The other important source of dif- 
ference is in the various series used. In 
the quantitatively most important case 
of owner-occupied residences, no dif- 
ference in shifting assumption is in- 
volved. In our study, this tax was al- 
located entirely by housing expend- 
itures of home owners. Dr. Tucker 
has two objections. (1) He criticizes 
an inconsistency in the two bottom 
brackets of our series. This series has 
now been replaced by a revised series of 
housing expenditures of home owners, 


“6 This conclusion is based on (1) the assump- 
tion that Dr. Tucker accepts our split between land 
and improvements for the various Categories, and 
(2) our interpretation of his series used. 
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based on data newly supplied by the 
§.R.C.*7 Comparison shows that the 
revised series is more similar to our old 
series than to Dr. Tucker’s distribution 
of housing expenditures.** (2) Dr. 
Tucker feels that the housing series 
should not be used alone but should be 
combined with a series on home owners’ 
income, and with a series for taxes on 
owner-occupied homes (based on 1941 
data). This may or may not be an 
improvement. 

The second most important item is 
rental property. Both Dr. Tucker’s 
and our estimates assume one-half of 
the total tax (on land and improve- 
ment) to be shifted. The unshifted 
part he allocates to rental and dividend 
income, whereas we use rental income 
only. Some allowance for the dividend 
element may be desirable (some rental 
income being received by corpora- 
tions) but the poor quality of Dr. 
Tucker’s dividend series is a new source 
of error. Part of the tax is allocated 
by Dr. Tucker according to housing 
expenditures of renters and renters’ in- 
come, while we use housing expendi- 
tures of renters only. Our housing ex- 
penditure series of renters, similar to 
that of home owners, was subject to 
Dr. Tucker’s criticism and has been re- 
placed; the new series is much more 
similar to our former distribution than 
to Dr. Tucker’s series. 

In the case of business property, we 
assumed two-thirds of the total tax to 
be shifted, whereas Dr. Tucker limits 
shifting to one-fourth of the total tax. 
He allocates the part falling on owners 
by a mixture of business, dividend, and 


27 For explanation, see Appendix B. 


28 Compare Appendix Table I, line 3 with Initial 
Study, Table 1, line 4 and Dr. Tucker’s Table 4, 
line 6. 
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rental income distributions, whereas we 
use dividends only. Dr. Tucker’s 
method of averaging different series 
may help, but we prefer ours straight. 
In the case of farm land we assumed 
one-third of the total tax to be shifted, 
as against Dr. Tucker’s one-sixth. Dr. 
Tucker’s main complaint in this case is 
our use of rental income in allocating 
the unshifted part of the tax. He notes 
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five series mix.”® The resulting differ- 
ences are such as to carry very little 
weight in the allocation of the total 
property tax, let alone the over-all tax 
picture. 

Detailed points of contention on the 
taxation of personal property are 
passed over for lack of space, but it will 
be evident by now that our differences 
on the property tax are quite debat- 


correctly that rental income is a poor able. Dr. Tucker may feel sufficiently 


TABLE 7 
Over-ALL Property Tax RESULTS 
(Per Cent) 


Spending Unit Income Brackets 


Property Tax 
Distributions * 


(Thousands of dollars) 





Underl 1-2 


1. With initial property tax 
distribution 
2. With revised property tax 
distribution 
3. With Dr. Tucker’s tax dis- 
tribution 
Effective Rates of Total Taxes * 
4. With initial property tax 
distribution 
5. With revised property tax 
distribution 
. With Dr. Tucker’s tax dis- 
tribution 


8.9 
78 
5.6 


24.5 
24.0 
23.1 


2-3 3-4 4-5 5-75 


75+ Total? 


18.6 12.7 146 25.2 100.0 


15.2 18.9 144 16.2 23.8 100.0 


13.0 16.2 13.0 17.2 33.2 100.0 


26.9 26.6 25.6 25.1 37.9 


37.7 
38.7 


293 


26.6 26.7 26.0 25.4 29.3 


262 262 25.7 255 29.3 





* All three lines assume our revised results, as shown in Table 5, for taxes other than property 
taxes and apply to our revised money income, shown in Table 1, line 6. All assume our old 
property tax total of $6,064 million. 


+ Components-do not necessarily add to 100 per cent due to rounding errors. 


fit, and perhaps his super-mix of rental 
income, dividends, housing expendi- 
tures of home owners, farm money in- 
come, and (1941) taxes on urban 
homes is better. However this may be, 
and since Dr. Tucker lists this as one 
of our four main errors, it might have 
been well to consider the importance of 
this point. The total tax allocated to 
farm land amounted to $651 million, 
and the unshifted part (according to 
our assumption) to $434 million. One 
may now compare the allocation of this 
total according to our rental income 
with that according to Dr. Tucker’s 


certain of his results to believe that 
“the regressive nature of the property 
tax was exaggerated out of all resem- 
blance to reality” by our estimates.” 
We are less certain that our results are 
the correct ones, but we see no reason to 
change our appraisal beyond certain 
previously mentioned corrections. 


The property tax results are sum- 
marized in Table 7. As will be seen 


29 Reading from the lowest to the highest bracket, 
the excess of allocation by using Dr. Tucker’s over 
that by using our rental series (in millions of dol- 
lars) equals -10, —8, +8, +12, +16, +18, -36. 


30 Tucker, op. cit., p. 278. 
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from lines 1, 2, and 3, our revisions do 
not reduce, and in some respects in- 
crease, the differences between Dr. 
Tucker’s and our results. The element 
of low bracket regression in effective 
rates for all taxes combined becomes 
somewhat more pronounced with our 
revised property tax distribution. This 
is shown in lines 4 and 5. Since the 
allocation of the property tax is gen- 
erally debatable, it was of interest to see 
what would happen to our over-all re- 
sults if they were adjusted to include 
Dr. Tucker’s property tax distribution. 
The result is shown in line 6. While 
the element of low bracket regression is 
dampened, it still remains. There is 


little change in the rest of the picture. 


Ill. OTHER ASPECTS 


A number of more general points re- 
main for brief consideration in this 
final section. 

(1) Dr. Tucker refers to our “ prin- 
cipal conclusion, regarding the U- 
shaped curve of tax rates in our system 
as a whole.” *' This is a misinterpreta- 
tion. We have taken pains to em- 
phasize the difficulties of interpreting 
the first bracket results, our principal 
conclusion being the relative flatness of 
the effective rate schedule over the 
broad range from, say, the second to 
the sixth bracket.** 

(2) Dr. Tucker adds some break- 
downs of effective rates for the income 
brackets over $7,500. Due to limita- 
tions of scope and time, we will not 
comment on his findings for this 
range.”* But again Dr. Tucker intro- 


31 See Tucker, op. cit., p. 274. 
82 See our Initial Study, pp. 28 and 49. 


33 We were surprised at first by the rapid rise of 
the effective rate schedule in Dr. Tucker’s chart 
(op. cit., p. 282), but after some puzzling we 
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duces his adjustment in a way which 
leaves the reader with the impression of 
continuous understatement of progres- 
sion on our part. It would have been 
only fair to quote our earlier statement 
that “it is evident that our data under- 
state the degree of progression appli- 
cable to high incomes since there is no 
break of income brackets above 
$7,500.” ** Our reason for omitting 
breakdowns over $7,500 was not to 
understate progression but in order to 
stay within the framework of the 
§.R.C. data. We are more impressed 
with the difficulties of allocating taxes 
among higher bracket spending units 
than is Dr. Tucker, but would greatly 
welcome a careful study of tax burden 
distribution over this range. It will 
obviously show a continuous rise of ef- 
fective rates to a very high level; but it 
is also likely to show that this rise is 
considerably less rapid (especially up 
to, say, $75,000) than the nominal 
schedule of surtax rates suggests. 

(3) Dr. Tucker speaks of “ the con- 
tributions for social insurance which 
[we] prejudicially call payroll taxes.” * 
We hold no brief for this particular 
term except its briefness. Dr. Tucker 
surely knows that the use of the term 
“tax” with regard to social security 
payments is altogether general in eco- 
nomic as well as legal literature, in- 
cluding the Federal Insurance Contri- 
bution Act (Subchapter A, Part I of 
which is entitled “Tax on Em- 
ployees””) and innumerable other stand- 
ard references. Why then suggest to 
the reader that our terminology is 





found it was due to the rather unusual horizontal 
scale used. 


34 See our Initial Study, p. 30. 
35 See Tucker, op. cit., p. 276 
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prejudicial, thus implying prejudice on 
our part? 

If we had wished to be prejudiced on 
the treatment of payroll taxes, we 
should not have gone into an extensive 
discussion of the pros and cons of in- 
cluding them. As Dr. Tucker agrees, 
the part contributed by business is a 
burden and may be assumed to be 
shifted; and he also suggests that part 
of the employee contribution may be 
shifted. It is difficult at best to 
decide which part of payroll taxes or 
social security contributions should be 
included; certainly omitting them en- 
tirely would be as misleading (con- 
sidering the shifting) as is their com- 
plete inclusion. Moreover, large parts 
of the payments (which are compul- 
sory) involve considerable interbene- 
ficiary shifts. The answer, perhaps, is 
that the analysis of tax burden distri- 
bution should be matched by an analy- 
sis of expenditure benefit distribution, 
but this cannot be undertaken now.** 
In the meantime, Dr. Tucker’s policy 
of listing two series, one with and one 
without payroll taxes, is a good one and 
is accepted here. 

As shown by comparison of lines 1 
and 4 in Table 2, the slope of the effec- 
tive rate schedule is modified somewhat 
if social security taxes are omitted. 
There is no significant change in first 
to second bracket regression. Beyond 
this, the effective rate excluding payroll 
taxes rises gradually up to $7,500, 
whereas the effective rate including so- 
cial security taxes rises more steeply 
from the second to the third bracket 
but then falls up to $7,500. 


36 See Tucker, op. cit., p. 277. 


37 See the study by John Adler, “ The Fiscal 
Systems,” in Fiscal Policies and the American Econ- 
omy, K. E. Poole (ed.), 1951. 
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Policy Implications ** 


Limitations of space do not permit 
me to develop in detail the policy im- 
plications which I would draw from 
Dr. Tucker’s or our results. But to 
avoid further misunderstanding, some 
brief comments are needed. 

Our study was begun during the fall 
of 1949 and completed in the fall of 
1950. When asked to testify before the 
Joint Committee on the Economic Re- 
port in January of 1951, a summary 
table of the results was included in my 
testimony. In discussing the results in 
terms of their significance for the pend- 
ing tax investigation,”® I argued: (a) 
that the bulk of the yield needed to 
meet the inflation pressures of a high 
level defense budget must come from 
spending units with income under, say, 
$10,000 or $15,000; (b) that, given 
the existing distribution of consumer 
spending over this range, this is no ex- 
cuse for the general sales tax approach 
of treating indiscriminately all spend- 
ing units in the lower brackets; (c) 
that the indiscriminate approach to the 
taxation of low and middle bracket in- 
comes is particularly undesirable on 
equity grounds since real progression 
in the tax structure does not seem to 
start until the $6,000 or $7,000 level 
is reached; (d) that the principle of 
progression should apply over the lower 
and middle range as much as over the 
upper range, although in the past we 
have been concerned mostly with the 
latter; and (e) that tax legislation can 


38 Responsibility for the remarks of this section, 
which are a matter of personal judgment, rests with 
Mr. Musgrave only. 


39 Hearings before the Joint Committee on the 
Economic Report, 82d Cong., 1st sess., January 22 
to February 2, 1951, pp. 337 ff., especially p. 341. 
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be such as to meet the inflation prob- 
lem without worsening the distribution 
of the tax load over this range. 
Assuming that one accepts the prin- 
ciple of progression, which is a matter 
of social philosophy and not science, 
these conclusions seem reasonable to me. 
As to the existing (1948) tax structure, 
the data as I read them show surpris- 
ingly little progression in burden dis- 
tribution up to the $5,000-$7,500 
bracket. These results, for the reader’s 
convenience, are assembled in Table 8. 
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portional tax distribution over the 
middle range. Use of the broader in- 
come concept shows a somewhat sharper 
step-up in rate from the second to the 
third bracket, but still no progression 
over the $2,000-$3,000 to $5,000- 
$7,500 ranges. 

If we consider the picture excluding 
social security taxes, and using the nar- 
rower income concept, the increase in 
effective rate is 2.7 percentage points 
between the $1,000-$2,000 and $5,000- 
$7,500 brackets, and 2.1 percentage 


TABLE 8 


Spreap IN ErrectivE Rate Points witH Revisep DIstrRIBUTION or TAXES * 


Including Payroll Taxes 





Excluding Payroll Taxes 





With Effective Rates 


Based on: 
to 





$1,000-$2,000  $2,000-$3,000 
$5,000-$7,500  $5,000-$7,500 


$1,000-$2,000  $2,000-$3,000 





1. Income series, Initial Study 24.0 to 254 
2. Broader income series ..... 20.5 to 23.8 


to to to 
$5,000-$7,500 $5,000—-$7,500 
26.6 to 25.4 21.1 to 238 21.7 to 238 
244 to 238 


18.0 to 22.3 


20.0 to 223 





*Source: Table 2 above, lines 1, 2, 4, and 5. 


To exclude all the difficulties which 
arise in connection with the first 
bracket, let us begin with the second 
bracket. Also, let us exclude the top 
bracket, because it is obvious that rates 
rise sharply somewhere above the 
$5,000-$7,500 level. 

Including social security taxes, and 
using our narrower income concept, we 
find an increase of 1.4 percentage points 
between the $1,000-$2,000 and the 
$5,000 to $7,500 bracket. This in- 
Crease comes entirely between the 
$1,000-$2,000 and the $2,000-$3,000 
bracket. The effective rate falls by 1.2 
Percentage points from the $2,000- 
$3,000 to the $5,000-$7,500 range. 
While no great importance should be 
given to this element of regression, the 
entire picture is certainly one of pro- 


points between the $2,000-$3,000 and 
the $5,000-$7,500 brackets. Using the 
broader income concept, the respective 
differentials are 4.3 and 2.3 percentage 
points. 

In both these respects (i.e., narrower 
vs. broader income concept, and inclu- 
sion of social security taxes vs. exclusion 
of social security taxes) there is room 
for debate. As to the first, and for 
reasons mentioned above, I prefer to 
give more weight to the narrower con- 
cept. As to the second, a partial inclu- 
sion may be the answer. As I read the 
over-all picture, it is far from bearing 
out Dr. Tucker’s main conclusion that 
“the national tax structure is highly 
progressive in the matter of rates from 
$1,000 up.” *° But this, perhaps, is a 


40 See Tucker, op. cit., p. 283. 
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matter of personal judgment, although 
it is my impression that I am rather 
closer to the common usage of the term 
“highly progressive.” * 

Since it would have been impossible 
to submit our entire study to the Joint 
Committee, only a summary presenta- 
tion could be given. While my inter- 
pretation of the data was correct, it 
would have been better to combine the 
findings of the first two brackets for 
this purpose. Thereby, it might have 
been possible to avoid an overemphasis 
given in some cases to our findings of 
regression at the lower end, a feature 
which is not a particularly reliable part 
of our results.** At the same time, the 


41 As I have shown in another connection, the 
technical definition of “degree” of progression is 
in itself a very difficult matter. See R. A. Mus- 
grave and Tun Thin, “ Personal Income Tax Pro- 
gression,” Journal of Political Economy, December, 
1948. 


42Such overemphasis appears on p. 14 of The 
Economic and Political Hazards of an Inflationary 
Defense Economy, Joint Economic Committee Print, 
82d Cong., Ist sess. But, as noted in the text, the 
policy implications remain if the first two brackets 
are combined. I fully agree with the conclusion 
that “the results obtained . . . show that upon the 
low brackets are ultimately shifted so large a pro- 
portion of the total tax burden as to make the 
proportion of income going for taxes much larger 
in their case than is popularly known.” This latter 
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general policy conclusions, summarized 
above, seem to me to apply whether or 
not the first brackets are combined, 
Indeed, they apply whether we use Dr. 
Tucker’s or our results for the tax dis- 
tribution part of the problem. 

It is difficult, whenever such data are 
presented, to avoid all misunderstand- 
ings. Some may conclude that esti- 
mates of this kind, therefore, should 
not be offered at all. I do not believe 
so. The need for tax legislators to act, 
unfortunately, does not wait for the 
millenium when scientifically incon- 
testable information on such matters 
will pour forth from supercalculators. 
Decisions must be made now, and this 
being the case, it is important for stu- 
dents of taxation to offer for discussion 
such data as can be provided. Of 
course, the procedure and assumptions 
must be stated with the results, a rule 
which was adhered to in great detail in 
our study. The points of similarity in 
Dr. Tucker’s and our results help to 
show that the problem is not hopeless, 
and the elements of disagreement serve 
to indicate the directions in which fur- 
ther research is needed. 





quotation is from Joint Economic Report, 82d Cong, 
Ist sess., Senate Report No. 210, p. 56. 





APPENDIX A 
Derivation of Imputed Income Series 


The income components which are added to $.R.C. 
series in order to obtain the broader income con- 
cept (lines 4 and 5 of our text Table 1) are ob- 
tained from a study by Selma Goldsmith, in Studies 
in Income and Wealth, National Bureau of Eco- 
nomic Research, Vol. 13, Tables 1 and 2, pp. 277- 
279 and p. 284. 

Of the total items accounted for by Mrs. Gold- 
smith in order to move from “Survey income” to 
the Department of Commerce concept of personal 
income, items 17, 18, and 27 of S. Goldsmith, Table 
1, are taken to be included in the $.R.C. concept. 
Items 9, 10, 13, 19, and 25 of S$. Goldsmith, Table 1 


are not allowed for in our adjustment because they 
were not considered appropriate. The other lines 
of S. Goldsmith, Table 1. are included in lines 4 and 
§ of our text Table 1. After these adjustments are 
made, the S.R.C. total of $176 billion is raised to 
$191.1 billion. Items considered inappropriate for 
inclusion amounted to $2.0 billion (S. Goldsmith, 
Table 1) plus another $3.4 billion of adjustment 
for revision of population estimates (S. Goldsmith, 
Table 2). This leaves an unexplained difference of 
$15.4 billion to complete reconciliation with De- 
partment of Commerce personal income total of 
$211.9 billion. 

With regard to line 16 of Table 1 in the Gold- 
smith study, only $3.5 out of $3.7 billion were in- 
cluded to eliminate $.2 billion of estimated services 
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to government. The breakdown of the $3.5 billion 
into insurance and noninsurance components is 
based on information obtained from the Department 
of Commerce. 

The items included in line 4 of our text Table 1 
are: civilian earnings of persons entering the armed 
forces ($.6 billion) and persons dying during the 
year ($.7 billion), S. Goldsmith, Table 1, lines 11, 
12. These were distributed according to Appendix 
Table I, lines 15 and 16 respectively. Also it in- 
cludes value of change in farm inventories, S. 
Goldsmith, Table 1, line 24, amounting to $1.3 
billion and distributed according to Appendix Table 
I, line 4. 

The items included in line 5 of our text Table 1 
are: undistributed fiduciary income, §. Goldsmith, 
Table 1, line 14 plus line 15, amounting to $.4 bil- 
lion and distributed according to Table 1, line 6, 
Initial Study; value of services furnished individuals 
without payment by financial intermediaries, insur- 
ance component, §. Goldsmith, Table 1, line 16 
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(part), amounting to $1.7 billion and distributed ac- 
cording to Appendix Table I, line 1; value of services 
furnished individuals without payment by financial 
intermediaries, noninsurance component, S. Goldsmith, 
Table 1, line 16 (part), amounting to $1.8 billion 
and distributed according to Appendix Table I, line 
2; imputed rent on owner-occupied nonfarm dwell- 
ings, S. Goldsmith, Table 1, line 21, amounting to 
$2.1 billion and distributed according to Appendix 
Table I, line 3; nonmoney income of farm operators, 
S. Goldsmith, Table 1, line 22, amounting to $3.9 
billion and distributed according to Appendix Table 
I, line 7; nonmoney wages and nonmoney nonfarm 
entrepreneurial income, §$. Goldsmith, Table 1, line 
23, amounting to $2.0 billion and distributed ac- 
cording to Appendix Table I, line 5; and accrued 
interest on unredeemed U. S. government bonds, S. 
Goldsmith, Table 1, line 26, amounting to $.6 bil- 
lion and distributed according to Appendix Table 
I, line 6. 


APPENDIX TABLE I 


New Series 


Under 159 
$1,000 
1. Insurance premiums paid ... 3.0 7.0 
2. Value of checking accounts... 6.5 12.4 
3. Housing expenditures of 
DOMG OWED occcade cs icc 3.5 54 
4. Farm money income ....... 5.2 11.1 
5. Nonmoney income of single- 
person spending units .... 27.8 27.6 
6. A-F bond holdings ........ 2.6 8.1 
7. Farm nonmoney income ... 22.4 19.7 
8. Covered wage earnings ..... 1.1 10.1 
9. Federal Civil Service payroll 
10. State and local Civil Service 
MINE haga ear wk, 5, Send ce 7 8.2 
ll. Railroad payroll ........... 86 13.6 
OTe 14 28 
13. Wage and salary income ... 1.2 7.3 
M4. Housing expenditures of 
I Gib ek sis ccuvicdcuney 46 13.6 
15. Civilian earnings of those 
entering armed forces dur- 
RG > sea icitecanee <n 15.0 40.0 
16. Earnings of those dying dur- 


vg SARE cer 50.0 30.0 


Spending Unit Income Classes 


(Thousands of dollars) 


2-3 3-4 4-5 5-75 75+ Total 


140 20.0 15.0 19.0 22.0 100.0 


145 167 121 192 186 1000 
137 210 193 197 174 1000 
153 116 101 239 229 1000 
276 105 26 #26 #13 «1000 
158 181 156 207 191 1000 
171 101 75 132 101 1000 
8&5 323 170 98 13 1000 
439 23 161 157 £440 1000 
489 23 98 57 «14 «1000 
Se Me ee re 

ay 2. = 7 5 
189 246 181 172 128 1000 
224 246 131 133 £84 #1000 
400 50 100.0 


5.0 4.0 4.0 4.0 3.0 


100.0 
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APPENDIX B 
New Series 
The new series used in our revised study are 
shown in Appendix Table I, lines 1 to 14. 


Line 1 

This line is obtained from Life Insurance Owner- 
ship Among American Families, 1950, Survey Re- 
search Center, p. 5, Table 4. 


Lines 2, 3, 4, 6, 13, and 14 

These series were estimated from data provided 
to us by the Survey Research Center. The data 
included previously unpublished details from the 
1948 Survey of Consumer Finances undertaken by 
the S.R.C. for the Board of Governors of the Fed- 
eral Reserve System. We are advised by statisticians 
of the S.R.C. that the series, while not exact in 
every detail, adequately indicate the distribution 
of the variables among the income brackets. 

Dr. Tucker's criticism of the Initial Study hous- 
ing expenditures of home owners and housing ex- 
penditures of renters series as being inconsistent 
with the family unit data on which they were based 
does not apply to the new series shown in lines 3 
and 14 of Appendix Table I which are based on 
spending unit income. 


Line 5 

To obtain line 5 we first estimate the distribution 
of money income of single-person spending units. 
Our estimate is based on Table 13 in the Survey of 
Consumer Finances, Federal Reserve Bulletin, July, 
1949, p. 792. We then obtain nonmoney income 
to money income ratios for single consumers from 
the B.L.S. survey on Spending and Saving in War- 
time, Table 3, p. 71, and apply these to the money 
income. This series, of course, is not reliable, but 
no better alternative seemed available. 


Line 7 

Line 7 is derived by applying estimated ratios of 
farm nonmoney income to money income based on 
Department of Agriculture ratios given in Table 1, 
p. 270, Dr. Tucker’s study, to the farm money in- 
ccme of line 4, Appendix Table I. The series is 
not reliable. 


Line 8 

The distribution of skilled and unskilled worker 
and of clerical and sales personnel spending units 
shown in Table 3, Federal Reserve Bulletin for July, 
1949, p. 783, was combined into a single distribu- 
tion (weights as shown in Federal Reserve Bulletin 
for August, 1950, p. 963). An estimated distribu- 
tion of covered wages was obtained by weighting 
the percentages of units in the brackets below $3,000 
according to the bracket mean and in the brackets 
above $3,000 by $3,000. 


| Vou. V 


Line 9 

Line 9 is estimated from a distribution of num. 
ber of employces by salary brackets in Federal Ciyi] 
Service, using the assumption of mean incomes. See 
U. S. Civil Service Commission, Annual Report, 1948, 
p. 72, Table 11. It is moderately reliable. 


Line 10 

Line 10 is not based on any direct evidence but 
is an arbitrary adjustment of line 9, based on the 
assumption that state and local government wages 
and salaries are generally lower than federal wages 
and salaries. It is listed here only to explain our 
allocation and should not be used out of context. 


Line 11 
For line 11 see the Annual Report of the U. §, 
Railroad Retirement Board, 1948, p. 156. 


Line 12 

Line 12 is based on a procedure described in our 
Initial Study, p. 50. The difference between the 
new and the old series (Initial Study, Table 1, line 
15) is due to a revised distribution of dividends 
of fiduciaries, amounting to $497 million, as against 
$4,295 million reported by individuals. These are 
now distributed by liquid asset holdings; formerly 
they had been allocated entirely to the top income 
bracket. 


Lines 15 and 16 

Since the income of aged people, and of young 
people entering the armed forces may be expected to 
be distributd differently from the general distribu- 
tion, and no direct data were available, more or less 
arbitrary assumptions shown in lines 15 and 16 were 
made. 


APPENDIX C 


Explanation of Table 5 

The results shown in text Table 5 differ from 
those of Initial Study, Table 7, lines 7-11 and Table 
11, lines 7-11 due to revision of yield totals and re- 
visions in distribution. All new yield totals are 
based on Table 8 of the 1951 National Income Sup- 
plement to the Survey of Current Business, Depart- 
ment of Commerce. Yield changes may be obtained 
by comparing Initial Study, Table 2 with the last 
column of text Table 5 above. 


Line 1: Personal Income Tax, Federal 
Distribution as in Tucker, op. cit., p. 276, Table 
4, line 26, revised yield total. 


Line 2: Personal Income Tax, State and Local 
Distribution unchanged, yield revised. 
Line 3: Corporation Income Tax 
Distribution similar to standard case of Initial 
Study, but (1) the new divided series (Appendix 
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Table I, line 12) is used for the part falling on 
shareholders and (2) the new wage and salary in- 
come series (Appendix Table I, line 13) is used for 
backward shifted part. The total is reduced some- 
what. The reduction in the forward shifted part is 
allocated according to Initial Study, Table 1, line 2. 


Line 4: Excises, Federal 
Unchanged. 


Line 5: Excises, State and Local 
Slight increase in yield distributed by Initial Study, 
Table 1, line 2. Otherwise unchanged. 


Line 6: Payroll Taxes 

The total included in the revised series covers 
$1,678 million for O.A.S.1.; $519 million for Fed- 
eral Civil Service Retirement; $640 million for 
state and local Civil Service retirement; $566 mil- 
lion for Railroad Retirement; $1,236 million for 
various unemployment insurance schemes; and $69 
million for Cash Sickness Compensation Funds. Dr. 
Tucker’s total also includes Government Life Insur- 
ance Premiums here excluded. Our earlier series 
failed to include the amounts of $640 and $69 mil- 
lion just mentioned. 

Following the shifting assumptions of the Initial 
Study, the amounts shifted forward are $560 mil- 
lion for O.A.S.I., $189 million for railroad retire- 
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ment, and $824 million for unemployment insur- 
ance. All these amounts are allowed by Initial 
Study, Table 1, line 2. 

The backward shifted part of O.AS.I. and the 
unemployment insurance are distributed according to 
Appendix Table I, line 8. For Federal Civil Service 
Retirement the total is allocated according to Ap- 
pendix Table I, line 9. For State and Local Civil 
Service Retirement and Cash Sickness Compensation 
Funds the totals are allocated according to Appendix 
Table I, line 10. The backward shifted part of 
Railroad Retirement Insurance is allocated according 
to Appendix Table I, line 11. 

Line 7: Property Tax 

The increase in total yield of $63 million was pro- 
rated among all items other than 1, 2, 7, 8, 12, and 
13 in Table 5, Initial Study, p. 22, these items be- 
ing those for which direct data had been obtained 
from non-Department of Commerce sources. 

The distribution pattern is unchanged from that 
shown in the last column of Table 5, Initial Study, 
except for the following substitutions of series: Ap- 
pendix Table I, line 12 for Initial Study, Table 1, 
line 15; Appendix Table I, line 3 for Initial Study, 
Table 1, line 4; Appendix Table I, line 14 for Initial 
Study, Table 1, line 5. 











REBUTTAL 


RUFUS S. TUCKER 


S A RESULT of our controversy 
Professor Musgrave has changed 
several of his statistical series, especially 
the ones on which he based the distribu- 
tion of social security contributions and 
taxes falling on wages. He has also ac- 
cepted my distribution of the federal 
income tax. These improvements were 
doubtless due more to his zeal for sci- 
entific accuracy than to my persuasive 
ability. On the other hand, I have come 
pretty close to accepting his distribution 
of stockholders, and have adopted from 
him several other minor distributions 
derived from S.R.C. material. The net 
effect has been to bring our results 
closely together, in so far as the amount 
of taxes allocated to each money-income 
class is concerned. (See Table A.) 
We are also closely together with re- 
gard to the ratio of taxes to the total 
income of each money-income class ex- 
cept the highest. (See Table B.) 
There we still differ widely because of 
his insistence on assigning to stockhold- 
ers all of the earnings of corporations 
while crediting them with only 54 per 
cent of the tax on those earnings. Im- 
puting undistributed profits to stock- 
holders is contrary to the universal 
practice of accountants, compilers of 
national income statistics, and tax au- 
thorities. Professor Musgrave’s citation 
of the views of Schanz, Haig, and Sim- 
ons is beside the point. They are emi- 
nent scholars and widely regarded as 
authorities on taxation, but they are not 
“tax authorities,” since they have no 
authority to tax anyone. 
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Undistributed profits are not avail- 
able to stockholders, even if they rep- 
resent genuine profits to the corpora- 
tion, which they frequently do not, 
since to a large extent they are the re- 
sult of insufficient reserves for deprecia- 
tion, obsolescence, and costs of inven- 
tory replacement. It should be noted 
that Professor Musgrave includes in his 
estimate of undistributed profits the $2 
billion of inventory valuation adjust- 
ment that the Department of Com- 
merce omits from national income. 

To the extent that undistributed 
profits are real, they are not income to 
the stockholders but unrealized and un- 
realizable capital gains. If stockholders 
as a group tried to realize them by sell- 
ing their stock, the bottom would drop 
out of the market. If stockholders 
keep them they may or may not result 
in higher dividends in later years, but 
are more likely to result in more jobs, 
higher wages, and lower prices of the 
corporations’ products than would have 
prevailed in the absence of undistrib- 
uted profits. 


If Professor Musgrave persists in de- 
fying the general practice, he might 
with some plausibility attribute to the 
stockholders 54 per cent of corporation 
profits less inventory valuation adjust- 
ment, to balance his 54 per cent attribu- 
tion of tax. In that case the total 
amount of corporation income assigned 
to stockholders would be $18.7 billion 
instead of $27.8 billion. My method 
assigns $13.8 billion. The shares of the 
top brackets under the three methods 
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would be $13.2, $19.8, and $9.5 billion 
respectively. The ratio of taxes to total 
and imputed income in the top bracket 
would be 41.6 per cent instead of Pro- 
fessor Musgrave’s revised figure of 36.4 
per cent and my revised figure of 45.5 
per cent. Or with equal plausibility 
he might assign all of the corporation 
taxes to stockholders to balance his as- 
signment of all their profits. In that 
case the effective rate of taxation on 
the top bracket would be 43.1 per cent. 

Another procedure, which would 
certainly understate the tax burden, 
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would be to omit entirely the corpora- 
tion tax and the income imputed on 
account of tax and retained earnings 
and only debit the stockholders with 
dividends received. This gives on Pro- 
fessor Musgrave’s basic figures 38.7 per 
cent as the ratio of all taxes to total in- 
come in the top bracket; on my figures 
it gives 38.4 per cent. This method, 
although unsatisfactory in itself, serves 
to show that Professor Musgrave’s ratio 
of 36.4 per cent is too low. 

Obviously the calculated rate of tax- 
ation on incomes over $7,500 is subject 


TABLE A 
ALLOCATION oF ToraL TAxEes TO MoNney-INCOME CLASSES 


(As per cents of total) 








Income Class 
(Thousands of dollars) 











Including Social Insurance 


Contributions 
Musgrave ........... 19 58 13.5 
PCR Su dona s cate nacti hie 5.7 126 
Excluding Social Insurance 
Contributions 
Musgrave ....... e... 18 56 12.0 


ere 1.7 55 11.9 





3-4 4-5 5-75 75&over Total 


16.5 12.0 14.3 36.1 100.0 

15.9 12.1 14.7 37.3 100.0 

15.5 11.8 14.5 38.7 100.0 
39.4 


15.2 11.7 146 100.0 


TABLE B 
Ratio or Torat Taxes To TorAL AND IMpuTEeD INCOME or MoNey-INCOME CLASSES 


(As per cents) 





0-1 1-2 2-3 


Income Class 
(Thousands of dollars) 


3-4 4-5 5-75 75&over Total 





Including Social Insurance 


Contributions 
Musgrave ........... 17.9 20.5 24.4 
he ig 18.0 20.6 22.9 
Excluding Social Insurance 
Contributions 
MINTO oo. nc ccvced 16.0 18.0 19.9 


SR RTE = 15.8 18.0 19.7 





25.3 24.6 23.8 36.4 27.2 
24.3 24.7 25.5 45.5 28.9 
21.9 22.3 22.3 35.8 25.0 
21.1 21.9 23.1 43.8 26.3 











to great variations depending on the 
treatment of retained earnings. Even 
greater variations would occur if there 
were different assumptions as to the 
proportion of corporation tax shifted 
to others than stockholders, or as to the 
distribution of stockholders by income 
classes. 

Both Professor Musgrave and I have 
made many minor adjustments, usually 
in the direction of greater agreement. 
I have accepted his suggestion to include 
in total income $5.7 billion for finan- 
cial services rendered to individuals 
without charge, and accrued interest on 
savings bonds. This accrued interest 
may be regarded as income because it 
can be cashed at will, unlike corpora- 
tions’ retained profits. Likewise the in- 
crease in farm inventories, which rep- 
resents goods intended for sale and nor- 
mally sold within a short time, and is 
generally regarded as income by ac- 
countants, statisticians and tax authori- 
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ties. My reasons for rejecting his other 
proposed additions need not be detailed 
here. If they had been included they 
would all have reduced the apparent 
burden of taxes on the lower brackets 
more than on the upper. 

Finally, there are in Professor Mus- 
grave’s analysis, as in most other recent 
discussions of tax incidence, three im- 
plicit or explicit assumptions: (1) that 
taxes should be based on ability to pay, 
rather than on benefits received from 
the government; (2) that ability to pay 
without harmful effects on society in- 
creases faster than income; and (3) 
that highly progressive tax rates, in ad- 
dition to necessary or conventional ex- 
emptions, are not only just but also 
conducive to the general welfare. All 
three of these assumptions require closer 
examination and deserve a higher degree 
of skepticism than they have recently 
been receiving. 








other 
tailed 

they 
arent 
ckets 


Mus- 
ecent 
> im- 

that 
| pay, 
from 
O pay 
y in- 

(3) 
n ad- 
il ex- 


- also 


closer 
legree 
ently 





CONCLUDING NOTE * 


R. A. MusGravE and L. FrRaANE 


The preceding discussion has helped 
to clarify a number of important 
points. Dr. Tucker and we are now 
agreed that our distributions of total 
tax payments are very similar. Table 3 
of our Rejoinder shows that this was 
the case at the outset. Table A of Dr. 
Tucker’s Rebuttal shows that it con- 
tinues to be the case after various re- 
visions have been made on both sides. 

We still disagree on the choice of in- 
come concept to which this tax distri- 
bution should be applied. Dr. Tucker 
feels that the effective rate schedule, 
based on the broader income concept 
only’should be considered. We recog- 
nize his important contribution in sug- 
gesting the use of the broader concept, 
but believe that we should consider also 
the effective rate schedule based on the 
narrower income concept. Of the two 
we feel that the latter is the more im- 
portant. But this is a matter of judg- 
ment. 

Dr. Tucker and we remain in sub- 
stantial disagreement regarding the 
proper treatment of retained earnings 
and of the unshifted part of the cor- 
poration tax. We find nothing in Dr. 
Tucker’s Rebuttal which calls for re- 
vision of our previous conclusion that 
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his procedure (of imputing to the 
shareholder the total unshifted part of 
the tax, without imputing retained 
earnings to his income) is conceptually 
correct only on the assumption that the 
unshifted part of the corporation tax 
is reflected fully in reduced dividends. 
This assumption, we believe, is not war- 
ranted by empirical evidence. 

We do not follow Dr. Tucker’s Re- 
buttal argument that we should impute 
to the shareholder a fraction of retained 
earnings equal to the fraction of the 
total corporation tax (shifted and un- 
shifted) imputed to him. We do ac- 
cept the validity in principle of his 
point that where imputation of retained 
earnings is called for, the amount im- 
puted should be limited to what may 
properly be considered retained earn- 
ings. But we do not feel that inventory 
profits should be disallowed, or that de- 
preciation should be raised to replace- 
ment cost in an analysis which through- 
out has been in money rather than in 
real terms. 


* Editor’s Note: This Concluding Note refers only 
to Dr. Tucker’s Rebuttal. Professor Musgrave and 
Miss Frane have not reviewed the article by Drs. 
Colm and Wald. 
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THE REVENUE ACT OF 1951: A GENERAL SURVEY 


DONALD C. MILLER * 


HE REVENUE ACT OF 1951 ° in 

its long and stormy course through 
the House and Senate and unprec- 
edentedly through two conference 
committees was called many things. It 
was termed “a historic piece of politi- 
cal cowardice” * and “ unfortunate 
from the standpoint of a sound, fair 
tax system ”* because it would not 
raise enough money. On the other 
hand, in one version or another it was 
called “probably the most badly de- 
vised tax measure in our history” * 
and a “meat-axe approach”? for 
raising taxes. Indeed, the defeat in the 
House of the first conference com- 


* The author is an economist with the Division 
of Research and Statistics, Federal Reserve Board, 
Washington, D. C. The views expressed in this arti- 
cle are those of the author and not necessarily those 
of the Board. 


1For a more comprehensive treatment of the 
Revenue Act of 1951 see the “Summary of the 
Provisions of the Revenue Act of 1951 as Agreed to 
by the Conferees,” prepared by the staff of the Joint 
Committee on Internal Revenue Taxation, October, 
1951. 


2“The Tax Bill: A National Defeat,” Fortune, 
September, 1951, p. 81. 


3 Statement by President Truman, Press Release, 
October 20, 1951. 


4 Roswell Magill, Chairman, Committee on Federal 
Tax Policy, as quoted in The Commercial and Finan- 
cial Chronicle, June 28, 1951, p. 8. 


5 Senator W. F. George, Chairman, Senate Finance 
Committee, as quoted in The National City Bank, 
Monthly Letter, August, 1951, p. 88. 
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mittee report was ostensibly because 
the bill was too severe for one faction 
and did not raise sufficient revenue for 
another. It was a “ soak-the-poor ” or 
“soak-the-rich”” measure depending 
upon the source of the statement, 
Even many of those who defended the 
bill in terms of the necessity for rey- 
enue felt that the funds it would raise 
would come from the wrong sources. 

This act, however, makes no new or 
heretical changes in the traditional pat- 
tern of tax legislation to provoke these 
remarks. In this, the third instalment 
of the defense economy tax program, 
as with the previous two, the bulk of 
the revenue increases will result from 
rate changes applied to familiar tax 
bases. According to the estimates of 
the staff of the Joint Committee on 
Internal Revenue Taxation, the tax 
liabilities of the nation will be increased 
$5,691 million in a full year of oper- 
ation by the Revenue Act of 195i. 
The increase in revenue from individual 
income tax changes is estimated at 
$2,280 million; from corporate income 
and excess profits taxes, $2,207 million; 
and from excise taxes, $1,204 million. 
The estimated increases in these taxes 
for fiscal 1952 are $1,190 million, $787 
million, and $787 million, respectively, 
or a total of $2,764 million. 
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This addition of some $5.7 billion 
together with the increased revenue re- 
sulting from the Revenue Act of 1950 
and the Excess Profits Tax Act of 1950 
will add about $15 billion to the annual 
revenue, a substantial contribution to 
help mitigate the inflationary pressures 
facing the nation. The chairmen of 
the Finance and the Ways and Means 
Committees have indicated, however, 
that they feel this is the last feasible 
increase in the federal tax structure 
without resorting to new and different 
measures. 


Corporate Income and Excess Profits 
Taxes 


Rate Changes. The new tax bill 
raises Corporate income tax rates to new 
highs. The new tax rate increases be- 
came effective as of April 1, 1951, and 
will expire April 1, 1954. The normal 
tax is raised to 30 per cent—five per- 
centage points above the 1950 level. 
The surtax rate on surtax net income 
over $25,000 remains at 22 per cent, 
giving a total rate of 52 per cent com- 
pared to the old rate of 47 per cent. 
Because of the effective date established 
for these changes, the rates for 1951 
will rise to 2834 per cent on the first 
$25,000 of corporate net income and to 
§034 per cent on larger amounts. The 
increases were made retroactive to 
three-fourths of the year by applying 
three-fourths of the increase to the en- 
tire year’s income. 

The excess profits tax rate was left 
unchanged at 30 per cent. This rate, 
combined with the 52 per cent income 
tax rate, makes the maximum marginal 
tax rate on corporate income 82 per 
cent under the 1951 act, as compared 
with 77 per cent under the 1950 act. 


A maximum effective rate on excess 
profits net income is set at just under 
70 per cent by the new ceiling pro- 
vision contained in the 1950 act. This 
provision is described in detail in the 
accompanying article by Mr. Oakes and 
hence is not further discussed here. 
Similarly, the revisions made by the 
1951 act in the excess profits tax are 
covered by Mr. Oakes and are omitted 
from this discussion. 

The maximum tax on capital gains 
was increased from 25 to 26 per cent 
for corporations as well as individuals, 
but the effective date for corporations 
was set at April 1, 1951, as contrasted 
with an effective date of November 1, 
1951, for individuals. This increase, 
like the corporate rate changes, has a 
termination date of April 1, 1954. 
This increase in rates did not appear 
until the second report of the con- 
ferees. The House and Senate con- 
ferees differed on this point as well as 
the determination of tax ceiling levels 
and the method of increasing rates. 
The final results of the long deliberation 
are shown in Table 1 which compares 
the new law with the rate provisions 
existing prior to its passage. 


Tax Base Changes. Although the 
rate changes mentioned above account 
for the bulk of increased revenue, there 
were changes in the tax status of some 
organizations as well as miscellaneous 
provisions which affect the corporate 
tax base. The law contained provisions 
extending the allowable percentage de- 
pletion provisions and the allowances 
for mine developmental and explor- 
ation expenses, all of which act to de- 
crease the corporate tax base. On the 
other hand, the law extends the col- 
lapsible-corporation provisions of the 
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1950 act to sales of inventories where 
corporations have been formed to con- 
vert profits on inventory into capital 
gains rather than show it as ordinary 
income. Similarly, the provisions of 
the 1950 act calling for the taxation of 


[ Vo. V 


payments to depositors and additions to 
bad debt reserves until these reserves 
reach 12 per cent of total deposits, 
The new act also revokes the tax ex- 
emption of many farm cooperatives by 
taxing them on the same basis that 


the unrelated business income of certain 
tax-exempt organizations are extended 
to the unrelated business income of 
state colleges and universities.® 


other cooperatives are now taxed—ie, 
on earnings not refunded or specifically 
allocated to the members. It was 
argued that the tax-free status of these 
TABLE 1 
Comparison or Corporate NorMAL AND SurTAx LiABILities AND Errective Rates 
Unper Pre-1950 Law, Revenue Act or 1950, ANp Revenue Acr or 1951 








Percentage Increase in Tax 
Liability of Revenue 
“Act of 1951 Over 
Revenue 
Act of 


Effective Rates, Combined 

Net Income Subject to Normal and Surtax 

Normal and Surtax a — — - 
(Thousands of dollars) Pre-1950 rue i 


1951 


‘Revenue 
Act of 
1950 


Pre-1950 


$25.00 
25.00 
25.00 
25.00 
28.67 
33.25 
36.00 
37.83 
39.67 
41.50 
44.25 
45.90 
46.45 
46.95 
46.99 


$21.00 
21.00 
22.00 
23.00 
28.00 
34.25 
38.00 
38.00 
38.00 
38.00 
38.00 
38.00 
38.00 
38.00 
38.00 


42.86% 
42.86 
36.36 
30.43 
20.24 
11.68 
7.89 
12.72 
17.54 
22.37 
29.61 
33.95 
35.39 
36.70 10.65 
36.83 10.64 


$30.00 
30.00 
30.00 
30.00 
33.67 
38.25 
41.00 
42.83 
44.67 
46.50 
49.25 
50.90 
51.45 
51.95 
51.99 


12.61 
12.05 
11.30 
10.89 
10.76 





One of the so-called loopholes which 
caused much controversy in both the 
House and Senate was the exemption 


institutions discriminated against com- 
mercial banks, life insurance companies, 
and many noncooperative marketing 
and retailing organizations which are 
in active competition with the tax- 
exempt institutions. 


from income taxation accorded to 
farmers’ purchasing and marketing co- 
operatives, mutual savings banks, and 
savings and loan associations. The 
1951 act subjects mutual savings banks 
and savings and loan associations to the 
regular corporate income tax rates after 
allowances for interest and dividend 


Another measure designed to mini- 
mize tax avoidance was the denial of 
the minimum excess profits credit of 
$25,000 and the $25,000 exemption | 
from the corporate surtax when prop- 
erty was transferred by a corporation 
to a newly created or previously in- 
active corporation after December 31, 


6 The new act specifically provides an exemption 
for the years prior to January 1, 1951, in the case 
of educational and hospital feeder organizations, 
which are now taxable. 
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1950, provided that the transferee cor- 
poration remained under the control of 
the transferor or its stockholders. 
When such transfers are made, the 
above credit and exemption are denied 
to the transferee corporation unless it 
can show that the securing of these 
tax benefits was not a major motivation 
for the transfer. 


Revenue Effects. The staff of the 
Joint Committee on Internal Revenue 
Taxation estimates that the changes in 
corporate tax rates will bring in a total 
of $2,545 million annually. Since 
these changes will decrease the flow of 
dividends to individuals, thereby re- 
ducing individual income tax collec- 
tions, the net increase in revenue due 
to the corporate rate changes is esti- 
mated to be $2,343 million. 

The net effect of the many structural 
changes in the corporate income and 
excess profits taxes was a decrease in 
revenue of $136 million. Although 
the provisions for the taxation of life 
insurance companies, formerly tax- 
exempt organizations, and closely re- 
lated corporations will result in in- 
creased receipts, the allowances for de- 
pletion, mine exploration expenditures, 
adjustment for back mail pay of rail- 
roads, credits for taxes paid by foreign 
subsidiaries of domestic corporations 
and the excess profits tax relief pro- 
visions will all result in decreased rev- 
enue—with the net result of a decrease 
of $136 million. The estimated net 
increase to be received from corporate 
income and excess profits taxes after all 
changes, therefore, is $2,207 million. 


Individual Income Tax 


Rate Changes. Increases in tax rates 
account for most of the additional 
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revenue obtained from the individual 
income tax since the beginning of the 
Korean emergency. The Revenue Act 
of 1950 merely removed some of the 
percentage reductions of 1945 and 1948 
and represented a return to the tax 
rates of former years. The 1950 act, 
however, seemingly exhausted this 
method of sugarcoating the rate in- 
creases, for little was said of returning 
to the higher surtax levels of 1944 in 
connection with the 1951 legislation. 
Instead the House bill referred to the 
rate increases as a special “ defense ” 
tax—implying a temporary measure 
over and above existing rates. The 
Senate was more concrete and specified 
a termination date of December 31, 
1953, for the increases, a provision that 
was incorporated in the act. 

The increase in the individual rates 
ranges from 11 to 12 per cent above 
1950 tax levels for the income groups 
into which most of the nation’s tax- 
payers fall. Table 2 shows these in- 
creases of the new law, relative to the 
1950 law. For higher income levels 
an alternative tax of 9 per cent on sur- 
tax net income after existing taxes was 
adopted which is advantageous to the 
taxpayers at these levels. The effective 
rate limitation or ceiling on the com- 
bined normal tax and surtax was 
raised from 87 per cent to 88 per cent. 
The effective date of the tax increase 
was November 1, 1951, on which date 
the withholding rates increased from 
18 to 20 per cent. For 1951, tax tables 
that apply about one-sixth of the per- 
centage increase to the entire year’s in- 
come will be used, but for 1952 and 
1953 the full percentage increase is ap- 
plicable. The new law also increases 
the tax on capital gains from 25 to 26 
per cent, effective November 1, 1951. 
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This increase will not be in effect as 1950 act and the 1951 act. The mar 
long as the individual rate changes ginal rates show the level of the com. 
since it expires November 1, 1953. bined normal tax and surtax for speci. 

Tables 3 and 4 show the amount of fied incomes, and these rates as well 
the tax, the marginal rates, and the ef- the effective rates show the effect of 
fective rates for a single person and for income splitting. The rapid progres. 
a married couple with no dependents sion to higher rates that exists for a 
for selected income levels under the single person is shown by Table 3, 


TABLE 2 
Tax Increases, REvENvugE Act or 1951, Over REvENUE Act or 1950, 
FOR Marrigp Coupte, No DEPENDENTS * 


Net Income Level Tax Increase ; Tax Increase as Percentage of: 


(Thousands of Amounts Effective Rates Revenue Act Net Income after Reve 
dollars) (Dollars) (Per cent) of 1950 Tax nue Act of 1950 Tax 


SS 
of 


$ : $ 17.60 88% 11.00% 
‘ 39.60 1.32 11.00 
61.60 1.54 11.00 
83.60 1.67 11.00 
160.80 2.01 11.36 
216.00 : 11.44 
384.00 , 11.78 
584.00 } 11.99 
784.00 ‘ 11.66 
2,288.00 ; 11.68 
4,156.00 . 7.00 
8,780.00 ‘ 2.18 
13,780.00 : 1.61 
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* The increases in this table refer to taxes resulting from a full year of operation of 
Revenue Act of 1951 and not to the partial changes of the year 1951. 
TABLE 3 
CoMPaRISON oF Tax AMOUNTS AND TAx Rates, Sincie Person, No DepeNDENTs, 
Revenve Act or 1950, Anp Tax REVENUE Act or 1951 


Revenue Act of 1951 


Revenue Actof1950 195 2 
Marginal Effective Tax * Marginal Effective 
Rate 7 Rate * (Dollars) Rate 7 Rate * 


Income Level ————— 
(Thousands Tax * 


of dollars) (Dollars) 


(Per cent) (Per cent) (Percent) (Per cent) 


$ 80 20.0% 8.0% 89 22.2% 8.9% 

280 20.0 14.0 311 22.2 15.5 

488 22.0 16.3 542 24.6 18.1 

708 22.0 17.7 788 24.6 19.7 

944 26.0 18.9 1,052 29.0 21.0 

1,780 30.0 22.3 1,992 34.0 24.9 
2,436 34.0 24.4 2,728 38.0 
4,448 47.0 29.7 4,948 53.0 
6,942 53.0 34.7 7,762 59.0 
9,796 59.0 39.2 10,940 66.0 
26,388 72.0 52.8 28,466 75.0 
66,798 87.0 66.8 69,688 88.0 
500 429,274 91.0 85.9 436,164 92.0 
1, 870,000 91.0 87.0 880,000 92.0 


$ 


Konmnor.wnhre 


— 


——s 
SSRs 





* Net income (after deductions, before exemptions). 
+ Surtax net income (after deductions and exemptions). 





‘fective 
Rate* 
er cent) 
8.9% 
15.5 
18.1 
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Under the new law, for example, a 
single person at the $10,000 income 
level is affected by a 38 per cent mar- 
ginal tax rate and pays over $2,700 in 
taxes. A married couple with no de- 
pendents, however, is subject to a 29 
per cent marginal rate and pays about 
$2,100 in taxes. At the $50,000 level 
there is almost a $7,000 advantage re- 
sulting from income splitting which 
accrues to married couples. 
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publicity has been focused on the re- 
lation of the tax increases to the 
amount of taxes already assessed under 
the 1950 act. But, as I shall attempt 
to show below, this is not the most 
meaningful way of appraising the sig- 
nificance of these increases. 

The original Treasury proposal was 
that a flat four-percentage-point in- 
crease be made in all rate brackets. 
This proposal would have raised rel- 


TABLE 4 
CoMPaRISON oF TAX AMOUNTS AND Tax Rates, Marriep Coupte, No DEPENDENTS, 
Revenvuge Act or 1950, anp TAx ReveNvE Act or 1951 








Revenue Act of 1950 


Marginal 
Rate 7 
(Per cent) 


Income Level 
(Thousands 
of dollars) 


Tax * 
(Dollars) 


Fifective 
Rate * 
(Per cent) 


_ Revenue Act of 1951 


: ‘ Marginal _— Effective 
Tax * 
(Dollars) Rate t 


Rate * 
(Per cent) (Per cent) 











$ 160 20.0% 


19,592 59.0 
52,776 72.0 
403,548 91.0 
858,548 91.0 


8.0% $ 178 
360 20.0 12.0 400 
560 20.0 14.0 622 
760 22.0 15.2 844 

1,416 22.0 17.7 

1,888 26.0 18.9 

3,260 30.0 21.7 

4,872 34.0 24.4 

6,724 43.0 26.9 


8.88% 
13.32 
15.54 
16.87 
1,577 19.71 
2,104 
3,644 
5,456 
7,508 
21,880 
56,932 
412,328 
872.328 


*Net income (after deductions, before exemptions). 
+Surtax net income (after deductions and exemptions). 


The effective rates shown in Tables 
3 and 4 represent the accumulated rates 
on all income up to a particular income 
level, and thus show the average rate at 
which the entire income is taxed. The 
effective rates are based on net income, 
and the effect of the exemptions (two 
in Tables 2 and 4) on tax liability is 
reflected in these rates. 

The proper distribution of the tax 
increases among income brackets has 
been a subject of much controversy, 
both during and since the enactment of 
the 1951 revenue bill. Most of the 


atively more additional revenue from 
the low income classes than from the 
higher income classes. As shown in 
column four of Table 2, for example, 
the tax increase would have amounted 
to 20 per cent of the 1950 tax for a 
married couple at the $2,000 level and 
to only 10 per cent at the $50,000 level. 

The House and Senate, however, 
followed a different principle—that of 
maintaining approximately the existing 
degree of progressivity over most of the 
income range. The House and Senate 
bills increased the tax liabilities by a 
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nearly constant percentage of their 
former amounts over most income 
brackets rather than by a flat number 
of percentage points. As finally en- 
acted, the 1951 act increased the exist- 
ing levels of tax liabilities by between 
11 and 12 per cent for all except the 
very top brackets. The increases were 
much smaller in the very top brackets, 
as shown in Table 2, because of the 
alternative method of computing the 
tax increase which was inserted by the 
Senate. The alternative method, as in- 
dicated above, limited the tax increase 
to 9 per cent of the surtax net income 
remaining after deducting the amount 
of the tax under the 1950 tax rates. A 
look at the high tax rates already im- 
posed at the top income levels reveals 
the need for the smaller percentage in- 
creases in tax liabilities at these income 
levels. 

A much more meaningful way of 
evaluating the 1951 tax increases is as 
a percentage of surtax net income re- 
maining after 1950 taxes. These per- 
centages, computed in the last column 
of Table 2, show that the 1951 in- 
creases are progressive throughout the 
entire range of incomes. They also 
show that, if an 11 per cent increase in 
existing tax liabilities had been applied 
to the top-bracket incomes, the per- 
centage reduction of income remaining 
after taxes would have been such as to 
approach confiscation. If, for example, 
tax rates had been increased by 11 per 
cent of their 1950 levels in all brackets, 
a single individual with an income of 
$100,000 would have been subjected 
to a marginal tax rate of 96.6 per cent. 
If the 88 per cent ceiling rate is dis- 
regarded, any taxpayer subject to the 
top marginal rate of 91 per cent under 
the 1950 act would have had this rate 
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raised to over 100 per cent by an 11 per § 
cent increase in tax rates over 195) 
levels. In other words, it would have 
been mathematically impossible to have 
maintained strictly proportional jp. 
creases in tax liabilities of as much 4 
11 per cent throughout the rate scale, 
given the high marginal tax rates al- 
ready in effect in 1950. 

The effect of the individual income 
rate changes of the Revenue Act of 
1951 on the distribution of adjusted 
gross income after individual income 
taxes is shown in Table 5. The dis- 
tribution of this income after the ap. 
plication of the individual income tax 
rates for 1950 and for 1951 shows little 
change. This would indicate that the 
1951 rate changes did not greatly alter 
the progressivity of this part of the 
federal tax structure. The slight 
change that did occur shows that tax- 
payers with adjusted gross incomes of 
over $5,000 would receive a smaller 
proportion of total adjusted gross in- 
come after allowing for tax liabilities 
under the new law than they would 
have received under the 1950 act. This 
finding also indicates that expression of 
the new tax burden in terms of the re- 
lation of the tax increases to existing 
taxes does not adequately measure the 
progressivity of the new legislation. 


Tax Base Changes. Some of the 
provisions mentioned in this section 
have implications for the equity of the 
tax law that are of more significance 
than their revenue effect. As in the 
case of corporate taxation, the indi- 
vidual income tax rate changes are 
more important revenuewise than the 
various tax base changes. Most of the 
so-called structural changes in the in- 
dividual income tax will reduce the 
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TABLE 5 
EstiMaTep DisTrisuTION or INpIvipuat INcoMEe Tax Returns, ApJustep Gross INCOME, 
AND ApJsustep Gross INcome Arter 1950 RevENuE Act AND 
1951 Revenue Act INpivipvat INcoMe TAXES 





— 





Total Number Adjusted 


Distribution of Adjusted Distribution of Adjusted 



































Adjusted Gross of Taxable GrossIncome Gross Income after Effect Gross Income after Effect 
(enter ____ Returns Class of Revenue Act of 1950 of Revenue Act of 1951 
(Thousands (Millions (Millions (Millions 

of dollars) of dollars)  ofdollars)  ofdollars) Percent ofdollars) Percent 

Under $1 $ 1,868.1 $ 1,556 $ 1,502 95% $ 1,496 97% 
$1-2 6,991.1 10,875 10,033 641 9,941 6.45 
3-3 10,908.0 27,275 25,030 15.98 24,783 16.07 
4 9,830.8 33,462 30,591 19.53 30,275 19.63 
4-5 6,262.8 27 905 25,233 16.11 24,940 16.17 
Total under 5 35,860.8 101,073 92,389 58.98 91,435 59.29 
5 10 6,645.7 42,850 37,770 24.11 37,213 24.13 
10-25 1,342.8 19,470 15,982 10.20 15,591 10.11 
25- 50 247.1 8,200 5,911 3.77 5,661 3.67 
50- 100 70.1 4,675 2,813 1.80 2,636 1.71 
100- 250 18.3 2,559 1,283 82 1,205 78 
250- 500 2.0 647 269 17 256 17 
500—1,000 5 316 124 08 119 08 
1,000 and over 2 310 104 07 100 06 
Total over 5 8,326.7 79,027 64,256 41.02 62,780 40.71 
Total ~ 44,1875 180,100 156,645 100.00 154,215 100.00 








Source: Derived from “ Summar 
the Conferees ” prepare 
ation, October, 1951, Table 6, p. 7. 


tax base and the amount of revenue re- 
ceived. 

Although the new act provides new 
surtax tables for those persons quali- 
fying as ‘‘ heads-of-households,” this 
change in the law is in effect a change 
in the tax base rather than tax rates. 
Both the Senate and House recom- 
mended preferential treatment of single 
persons who maintained households for 
others and thus in effect were in a 
similar position to married couples who 
benefit from the income splitting pro- 
visions of the law. For those taxpayers 
qualifying as “ heads-of-households ” 
the act provides special surtax rates de- 
signed to give approximately one-half 
of the benefits of income splitting now 
available to husbands and wives. This 
in effect reduces the tax base and is one 
of the more important changes that 


of the Provisions of the Revenue Act of 1951 as Agreed to by 
by the staff of the Joint Committee on Internal Revenue Tax- 


will reduce receipts. (The House bill 
contained the provision as enacted, 
while the Senate voted to give only 
one-fourth of the benefits of income 
splitting. ) 

The most important structural 
change from the standpoint of reduc- 
ing revenue, however, is the provision 
allowing the gain from the sale or ex- 
change of taxpayer’s residence to be 
offset by the cost of purchase or con- 
struction of a replacement dwelling. 
Such gains were formerly taxed as 
capital gains but now under specified 
conditions will be tax-free. 

Both the Senate and House com- 
mittees felt that the existing law re- 
sulted in hardship when a personal resi- 
dence was sold at a gain which was 
taxed as a capital gain, and then a re- 
placement residence was purchased at 
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a price similar to the sales price of the 
former residence. The new law pro- 
vides that the gain is to be recognized 
only to the extent that the selling price 
of the old residence exceeds the cost of 
the new if the purchase of the new 
residence follows the sale within a year. 
The new residence must be used within 
one year after the sale of the old resi- 
dence except in the case of a newly 
constructed residence. Then construc- 
tion must start within one year after 
the sale, and the new house must be 
used as the principal residence within 
18 months. 

A number of changes in the new law 
which resulted in a reduction in the 
tax base were adopted in order to 
eliminate hardship or provide some 
measure of relief. The act removes the 
limitation on the amount of medical 
expenses that are deductible from ad- 
justed gross income for taxpayers and 
their spouses if they are 65 years of age 
or older. The provision waiving taxes 
on the pay of enlisted men and the first 
$200 of commissioned officers’ pay in 
combat zones was extended to January 
1, 1954, and it was also made applicable 
to the pay of military personnel while 
in hospitals as a result of wounds or 
injuries received in the combat zone. 
Military personnel dying from such in- 
juries are forgiven their income tax 
liability for the year of their death and 
the prior year. This provision also is 
effective until January 1, 1954. 

Other base-reducing provisions are 
the relaxation of the law concerning 
the establishment of family partner- 
ships; the increase in the allowable 
earnings of dependents; the liberal- 
ization of the exclusions allowed in- 
dividuals earning income abroad; the 
greater freedom allowed taxpayers in 
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the use of standard or itemized de. 
ductions and joint or separate returns; 
and the extension of capital gains treat. 
ment to gains realized on sales of 
certain kinds of livestock and to gains 
represented by the value of unharvested 
crops sold along with the land on which 
they were growing. 

The new act modified that section of 
the Revenue Act of 1950 which per. 
mitted the redemption of stock in a 
decedent’s estate to pay death taxes 
without the payment of income taxes 
on such dividends. The provision was 
limited under the 1950 act to cases in 
which the stock comprised 50 per cent 
or more of the met estate. Under the 
new law the benefits of this section are 
applicable where the stock comprises 
more than 35 per cent of the de 
cedent’s gross estate." 

One of the few structural changes 
resulting in a larger base was the 
adoption of new methods of offsetting 
short and long-term capital gains and 
losses. The effectiveness of short-term 
losses in wiping out long-term gains of 
twice the size was removed. The new 
law also requires dealers in securities to 
identify securities held for investment 
purposes within 30 days after their 
acquisition in order to qualify for 
capital gains treatment. Gains on 
securities held by a taxpayer in his 
capacity as a dealer are taxed as ordi- 
nary income. This change will limit the 
shifting of securities from investment 
accounts to personal accounts in an ef- 
fort to reduce tax liabilities. 


Revenue Effects. Estimates of the 
revenue increases from the individual 


TIn effect, this change increases the amount of 
stock that a married person must have to qualify 
if he uses the marital deduction allowed by the 
estate tax law. 
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income tax rate changes for a full year 
of operation are $2,485 million. De- 
creases in revenue of over $200 million 
because of the net effect of the various 
tax base and structural changes leave a 
net increase from individual income tax 
changes of some $2,280 million. The 
provisions which are most important in 
reducing the tax base are the “ head of 
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part with increases in the rates of exist- 
ing excises, the most important of 
which are shown in Table 6, and the 
bulk of the additional revenue to be ob- 
tained from excises will come from 
these rate increases. 

The traditionally important revenue 
producers, excises on liquor and to- 
bacco, are again called upon to provide 


TABLE 6 


Excise Tax Rates * 


Selected Bases 
EO TEE CET PE 
Wines: 

DCMMOMOE GE) DODD 5c 'es.ccic:s's cates. avecasews 

PO err re oer ee 

21 -24 as 

Over24% “ 
Champagne or sparkling wine ............... 
SIT a gi2 ly dG Aiwidcelae » stle « Le shea asad sek ee 
a. ia aca ea ea ag Sagi ako aR 
Snuff, smoking and chewing tobacco ........ 
Gasoline 
isis 2 wil, ok ie iad hat a eed 
Automobiles and motorcycles ................ 
NE TRI, ia vv ods Up meiparins  eabeaty 
Munn OME QCCORBOTICR «ow... ecu ccccccccecees 
SS ee ere a ree ee 
MR EDOTEINE BOOS .. o.oo cece cov csccceees 
Ce, os teach ae an Sete noha diad 
RIE» 0: cia npn oh ond naka weeeea 
Mechanical pencils, fountain and ball point 

pens, and cigarette lighters ............... 
IED cc , os ste adub inn etc bale awals 





1951 Revenue Act 





1950 Revenue Act 














$9.00 per gallon 


‘VF “ “ 15 “ “a 

“ “ “ ‘ 

aa “ “ oan “ “ 
10 50 “ “ 9 00 “ “ 


‘15 half-pint 


‘17 half-pint 
8.00 per barrel 


9.00 per barrel 


08 per pack 07 per pack 
10 per Ib. 18 per Ib. 
02 per gallon 014 per gallon 
_.* 2 None 
10 per cent 7 per cent 
8 “ ‘ “cc “ 
8 “ “ 5 “ “ 
None wee eee 
15 per cent _—" 
290 “ “ 25 “ “ 
20 “ “ 15 a“ “ 
15 per cent None 
None 


34 per cent 








* All percentage tax rates shown are manufacturers’ excise taxes. 


household ” allowance and the alleviat- 
ing measures applied to the taxation of 
gains from the sale of houses. 


Excise Taxes 


Rate Changes. With one exception, 
the pattern of excise taxation was not 
greatly changed by the Revenue Act of 
1951. The one important innovation 
was the imposition of a 10 per cent ex- 
cise on wagers placed with lottery oper- 
ators and bookmakers and a $50 per 
year occupational tax on those engaged 
in this business. The remainder of the 
changes were concerned for the most 


large additions to receipts. Revenue- 
wise, however, the changes in the rates 
of various manufacturers’ excises are as 
important as the liquor and tobacco tax 
changes. These rate changes were ac- 
companied by the usual floor stock taxes 
on liquor, tobacco, and gasoline. 


Tax Base Changes. The most im- 
portant base changes are the new meas- 
ures, mentioned above, imposed upon 
gambling. This brings the Federal 
Government into a field of activity 
with which it has had no previous ex- 
perience, so the effect of this tax, and 
thus the base, is unknown. 
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Most of the tax base changes were 
made in the manufacturers’ excises with 
some additions and some deletions. 
Many industrial types of appliances are 
removed from the list of electric, gas, 
and oil appliances subjected to a 10 per 
cent tax; but many new appliances, 
such as power lawn mowers, electric 
dishwashers, electric and gas clothes 
driers, belt-driven fans, mangles, gar- 
bage disposals, and others, are added. 
A 15 per cent manufacturer’s tax is im- 
posed on fountain pens, ball-point pens, 
mechanical pencils, and cigarette light- 
ers. A 2 cents per gallon tax is added 
to diesel fuel for highway use to place 
it in the same tax class as gasoline. 

Some of the changes in excise taxa- 
tion which resulted in a different tax 
base were also designed to remove in- 
equities or provide favorable treatment 
to areas where public support rather 
than repression is desirable. For ex- 
ample, the excises on sporting goods 
equipment used by children or for 
school athletic programs are removed, 
while the excises on most other sporting 
goods were increased from 10 per cent 
to 15 per cent. Tires and tubes used 
on the smaller sized children’s toys are 
exempt from the excise tax. Many 
powders, lotions, and baby oils (re- 
ferred to as “ necessities’) are removed 
from the list of toilet preparations sub- 
ject to the 20 per cent retail tax. High 
school sporting events and entertain- 
ment, civic symphonies, municipal 
swimming pools, and operas were all 
exempted from the 20 per cent admis- 
sion tax. It was felt that the type of 
activity or product involved was such 
that it deserved special treatment rela- 
tive to other more “ commercial ” ac- 
tivities or products. 
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The 31% per cent tax on private ven. 
dors of electrical energy sold to do. 
mestic or commercial consumers was 
repealed because of its regressive nature, 
difficulty of administration, and dis. 
crimination between private and public 
utilities. Some products were als 
added to the list of taxable items to 
correct inequitable situations. Thus 
clothes driers, mangles, dishwashers, and 
belt driven fans were added to the list 
of appliances subject to a 10 per cent 
manufacturers’ tax because they were 
viewed as being directly or at least in- 
directly competitive with other appli- 
ances. On the other hand, vacuum 
cleaners and washing machines were ex- 
cluded from this list although they also 
would qualify as “indirectly competi- 
tive.” Garbage disposal units were 
added to the taxable items in the revised 
conference committee report at the time 
that children’s skates were removed. 
This action appeared to be consistent 
with many of the earlier changes made 
by the House and Senate. 


Revenue Effects. Table 7 shows the 
estimates of the staff of the Joint Com- 
mittee on Internal Revenue Taxation 
for the excise tax changes on a yearly 
basis at the levels of production and 
consumption estimated for fiscal 1952. 
These changes were made as of Novem- 
ber 1, 1951, and will expire April 1, 
1954, with the exception of the in- 
creases in occupational taxes on liquor 
dealers and coin-operated gaming de- 
vices, which are permanent. It should 
be noted that the estimate on the gam- 
bling tax receipts, which makes up one- 
third of a full year estimate, is highly 
conjectural because of the lack of ex- 
perience in this area of taxation. Oc- 
currences since the estimate was made 
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have indicated that it is too high. To 
date there has been little indication that 
the members of this industry will com- 
ply with the new law, and many have 
stated that they will be forced out of 
business. 


TABLE 7 

EstimAtep REVENUE Errect or Excise 
Tax CHANGES 

(Millions of dollars) 


Revenue 





Tax Effect 
Alcoholic beverages $ 252 
Tobacco products 156 
Manufacturer 428 
Retail - 7 
Transportation and communication -14 
Amusement and recreation -18 
Gambling 407 

$1,204 


Total 


Areas of Special Controversy 


One of the most controversial and 
also most important equity features of 
the new tax legislation was its prospec- 
tive anti-inflationary influence. The 
amount of the revenue gains mentioned 
above and their effectiveness in curtail- 
ing consumer expenditure are equity 
factors as well as any changes in the 
marginal rates affecting the various in- 
come classes. The ravages of inflation 
upon particular segments of the econ- 
omy are well known but difficult to 
control or mitigate once under way. A 
rational tax program which provides 
more revenue by intensifying the ex- 
isting tax pattern will result, however, 
in a more equitable distribution of the 
unavoidable burden of defense and war 
mobilization than will the inflation 
which would replace a given kind and 
amount of taxation. 


In addition to the broad, over-all im- 
plications of the act for the distribution 
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of the defense burden, there were sev- 
eral specific features which were de- 
signed to remove or alleviate inequities 
in the existing law. Some of these 
changes which have been mentioned 
above will result in revenue losses while 
others, by “ plugging loopholes ” in the 
existing tax system, will bring in addi- 
tional revenue. 

There are some provisions of the act 
and also some actions that were not 
taken by the act which have been the 
subject of much additional controversy. 
It has been charged that the provision 
for additional depletion allowances and 
the handling of family partnerships as 
well as the omission of a withholding 
tax on dividends, interest, and royalties 
and of a more severe tax on capital 
gains have provided new loopholes or 
have continued existing loopholes in the 
law. 

Percentage depletion allowances have 
been broadened under the act to in- 
clude a group of nonmetallic minerals 
which were described by the committee 
reports as “competitive” with others 
already enumerated in the law. The 
percentage depletion on coal was in- 
creased from 5 per cent to 10 per cent. 
These allowances as well as those on oil 
and gas have been called excessive by 
some Critics. 

Family partnerships have been used 
in the past to avoid the higher tax rates 
by splitting of income. Much litigation 
has arisen over the establishment of 
family partnerships for such purposes 
where the services of one partner are 
not a material income-producing fac- 
tor. The new law provides that a per- 
son may be a partner for tax purposes 
after December 31, 1950, if he owns 
capital which is a material income-pro- 
ducing factor, whether he received the 
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property by purchase or by gift. This 
feature of the law will enable taxpayers 
to split income for tax purposes more 
readily than before. 

The bill as passed by the House con- 
tained a provision for a withholding 
tax of 20 per cent on interest, divi- 
dends, and royalties. The House ad- 
vocated this measure to cope with the 
large volume of underreporting of these 
income components and thus to extend 
equal coverage to more kinds of income. 
The Senate Finance Committee called 
this a drastic solution which would 
work a great hardship on many tax- 
payers such as those with no income tax 
liability. The conferees did not report 
out such an amendment. 

The capital gains provisions existing 
in the United States have been called 
excessively liberal. A small change was 
made here by the conferees in an effort 
to obtain a bill that would pass the sec- 
ond House vote. The alternative capi- 
tal gains tax rate was increased from 25 
to 26 per cent for taxable years begin- 
ning after October 31, 1951. The 
House bill had increased this rate to 
28% per cent to correspond with the 
12% per cent increase in individual in- 
come tax rates. The Senate, however, 
argued that high rates tend to discour- 
age the realization of gains and that 
over-all considerations required con- 
tinuation of the existing ceiling rate. 





The act also provided that 100 per cent 
of capital gains and losses are to be 
taken into account so that a $1 short. 
term capital loss can no longer offset a 
$2 long-term capital gain. 

The new law also contains one pro- 
vision affecting the reorganization of 
corporations which has appeared in 
similar form in some of the versions of 
earlier revenue acts but was not adopted 
until the 1951 act. In it an effort has 
been made to eliminate the inconsistent 
tax treatment of “ split-ups,” “ split- 
offs,” and “spin-offs.” The new act 
provides for the tax-free reorganization 
of corporations by means of a “ spin- 
off.” A corporation may now transfer 
some of its assets to a new corporation 
and then distribute the stock (other 
than preferred) of the new corporation 
to the shareholders of the original cor- 
poration without the surrender by the 
shareholders of stock in the original cor- 
poration. This action may be taken 
without recognition of gain or loss to 
the shareholders if both the new and the 
old corporation intend to carry on busi- 
ness after the reorganization and if the 
reorganization was not used as a device 
to distribute the earnings of the cor- 
poration. An adjusted basis for the old 
stock must be determined by an allo- 
cation between the old stock and the 
new stock for purposes of determining 
future gains and losses. 
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THE REVENUE ACT OF 1951: EXCESS PROFITS 
TAX AMENDMENTS 


EUGENE E. OAKES * 


Il. INTRODUCTORY STATEMENT 


HE REVENUE ACT of 1951 * in- 

cludes a reduction from 85 to 83 in 
the percentage of the average base 
period net income which is used in com- 
puting the credit based on income under 
the excess profits tax law, a revision and 
increase in the so-called ceiling rate, and 
a group of 24 structural amendments 
to the excess profits tax law, 12 of 
which relate to the general relief prob- 
lem discussed in the September, 1951, 
issue of this Journal.2 All but one of 
the structural amendments were given 
retroactive application to June 30, 1950, 
the effective date of the original law. 

These changes in the excess profits 
tax law were not sponsored by the ad- 
ministration. While the Presidential 
Message on taxation * included a request 


* The author is an economist in Washington, D. C. 
He wishes to acknowledge the valuable comments 
ma*z on a preliminary draft of this paper by Messrs. 
Fred Peel and L. N. Woodworth. However, the 
opinions expressed in the article are the author’s own. 
They do not represent those of his employer, the 
President’s Materials Policy Commission. 


1 Public Law 183, 82d Cong., Ist sess. 


2E. E. Oakes, “ General Relief under the Excess 
Profits Tax,” National Tax Journal, IV (September, 
1951), pp. 219-236. 


3 Message from the President of the United States 
Transmitting a Message on Increased Taxation, H. 
Document, No. 53, 82d Cong., Ist sess., February 2, 
1951, 
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for an increase of $3 billion in corporate 
tax liabilities, it was suggested that ac- 
tion on the excess profits tax be deferred 
until the first returns under the law had 
been received and analyzed. This rec- 
ommendation was repeated by the Sec- 
retary of the Treasury.* The only one 
of the Secretary’s suggestions which af- 
fected the excess profits tax law was an 
increase of eight points in the ceiling 
rate, and this was an adjustment for a 
proposed increase of a like number of 
points in the corporate normal tax rate. 


The Committee on Ways and Means 
increased the normal tax rate by only 
five points, but made up for a portion 
of the difference in yield by reducing 
from 85 to 75 the percentage of base 
period earnings used in computing the 
credit based on income under the excess 
profits tax law. The ceiling rate was 
raised from 62 to 70 per cent as had 
been recommended by the Secretary. 
Of this increase, five points matched the 
change in the corporate normal tax rate; 
the remaining three points may be at- 
tributed to the change in the credit 
based on income. This three point in- 
crease in the ceiling rate plus the reduc- 
tion in the income credit were estimated 
to yield about $732 million in a full 


4 Revenue Revision of 1951. Hearings of the 
Committee on Ways and Means, Part I, p. 9. 
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year’s operation.” The Ways and Means 
bill included no structural changes in 
the excess profits tax law. 

The Committee on Finance deleted 
the change in the credit based on in- 
come, revised the ceiling rate formula in 
a manner which will be described below, 
raised the ceiling so that in effect it ap- 
proached a combined tax of 69 per cent 
as a limit, and introduced a series of 
structural amendments to the excess 
profits tax law. The increase in the 
ceiling rate, which under the Finance 
Committee formula is attributable en- 
tirely to the excess profits tax, was esti- 
mated to raise tax liabilities by $120 
million a year.® Since this was also the 
amount of the estimated revenue loss 
under the proposed structural amend- 
ments, the excess profits tax made no 
net contribution to the additional reve- 
nue provided under the Finance Com- 
mittee bill. 

In explaining its failure to delay the 
adoption of structural amendments un- 
til the first returns could be analyzed, 
the Committee on Finance called atten- 
tion to the “ great number” of prob- 
lems concerning the excess profits tax 
which had been presented at its hearings 
on the bill and indicated that these 
problems had been studied by the staff. 
The Committee also stated that its ac- 
tion had been confined “ to those cases 
which present the most immediate and 
pressing need for statutory change,” 
and reported that the bulk of the re- 
quests for relief had been referred to the 
staff for study with a view to possible 
action early in 1952." 


5 House Report, No. 586, 82d Cong., Ist sess., 
p. 13. 


Senate Report No. 781, 82d Cong., Ist  sess., 
p. 14. 


7 Ibid., p. 70. 
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Two more structural changes were 
added to the bill before it was finally 
enacted: a small reduction in the per. 
centage used to compute the credit 
based on income was reintroduced; the 
Finance Committee’s formulation of the 
ceiling was retained, but the ceiling rate 
was increased so that, in effect, it ap. 
proached as a limit a combined tax of 
70 per cent. 

The Summary of the final bill indi- 
cated that the structural amendments 
will cost about $107 million annually’ 
The combined result of the changes in 
the credit based on income and the por- 
tion of the increase in the ceiling rate 
attributable to the excess profits tax was 
estimated to be a revenue increase of 
$283 million annually.° Thus the net 
contribution of the excess profits tax to 
the annual revenue increase under the 
final bill was only $176 million as com- 
pared with $732 million under the 
House bill. 


II. THE REVISION OF THE 
CEILING RATE 


The redefinition of the ceiling rate is 
designed to reduce the impact of the 
excess profits tax on the first $25,000 
of corporate net income. Under the 
prior law the ceiling applied to the sum 
of that part of the corporate normal 
and surtaxes and the 2 per cent tax on 
consolidated returns which applied to 
excess profits net income and the excess 
profits tax. The combined burden of 
these four taxes was limited to 62 per 
cent of ihe corporation’s excess profits 
tax net income before the deduction of 


8S Summary of the Provisions of the Revenue Act 
of 1951 ( HR 4473) as Agreed to by the Conferets, 
Staff of the Joint Committee on Internal Revenue 
Taxation, p. 46. 


9 Ibid., p. 8. 
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the excess profits credit which is the 
presumptive “normal” income. Since 
the excess profits tax law uses a min- 
jmum credit in lieu of an exemption, 
this formulation of the ceiling had the 
effect of wiping out the benefits of the 
$25,000 exemption allowed under the 
corporate surtax in those cases where 
the ceiling rate was effective. 

Under the new law the ceiling rate is 
18 per cent of excess profits tax net in- 
come and applies only to the sum of the 
excess profits tax liability and that 
portion of the consolidated returns tax 
which is attributable to the excess 
profits tax net income.’® This for- 
mulation of the ceiling allows the tax- 
payer to retain the benefit of the 
$25,000 exemption allowed under the 
corporate surtax. It will, therefore, re- 
sult in a smaller total revenue than an 
equivalent rate under the original ceil- 
ing formula. 

Table 1 compares the effective rates 
of taxation which appear under the new 
ceiling with those resulting from the 
use of a 70 per cent rate under the type 
of formula contained in the original 
law. The benefits of the change are re- 
stricted to corporations with income in 
excess of $62,500. The maximum per- 
centage point difference between the 
effective rates appears when the income 
of the corporation reaches about $108,- 
000. 


III. CHANGES IN THE GENERAL 
RELIEF PROVISIONS 
A. New Corporations 


From the point of view of the 
revenue loss involved, the most im- 
portant of the twelve changes in the 
general relief provisions are two which 


10The 18 per cent ceiling rate applies to taxable 
years beginning on or after April 1, 1951. A rate of 
17% per cent is used for the calendar year 1951. 


deal with new corporations. Such cor- 
porations present one of the most diffi- 
cult of the problems which arise under 


TABLE 1 


CoMPARISON BETWEEN THE MAXIMUM EFFEC- 
Tive Rates or INcoME AND Excess Prorirs 
Taxes UNper THE CeItinc Formuta Usep 
IN tHE Ortcinat LAw WirtH a 70 PER 
Cent Rate AND THE 18 Per CENT 
Cemine Rate Usep UNDER THE 
1951 LEGISLATION 








Maximum Effective Rates of 
Income and Excess 
Profits Taxes 





Excess Profits = Z 

Tax Net  weoe oon © 
Income a Sa Bat 2 8 
~< oO 
Og8O OBO See 
Se o o a a. 
580% OM one 
on s4e 4S 5 OO: 
aio ae a 

= — Ay 
Per cent Percent Percent 


$ 10,000 30.00 * 30.00 f 
25,000 30.00 * 30.00 ¢ 
30,000 38.67 * 38.67 7 
40,000 49.50 * 49.50 f 
50,000 56.00 * 56.00 7 
60,000 60.33 * 60.33 T 
62,500 61.20 * 61.20 


70,000 63.43 * 62.14 1.29 
80,000 65.75 * 63.13 2.62 
90,000 67.56 * 63.89 3.67 
100,000 69.00 * 64.50 4.50 
108,333 70.00 64.92 5.08 
150,000 70.00 66.33 3.67 
200,000 70.00 67.25 2.75 
250,000 70.00 67.80 2.20 
300,000 70.00 68.17 1.83 
400,000 70.00 68.63 1.37 
500,000 70.00 68.90 1.10 
1,000,000 70.00 69.45 55 
10,000,000 70.00 69.95 05 
$100,000,000 70.00 69.99 01 


* As a result of the $25,000 surtax exemption 
and the $25,000 minimum credit, the maximum 
effective rate on income and excess-profits tax 
liabilities is always less than 70 per cent for 
corporations with incomes below $108,333. 

+ As a result of the $25,000 minimum excess- 
profits tax credit, the maximum effective ex- 
cess-profits tax rate for corporations with in- 
comes below $62,500 is always less than 18 per 
cent. 

Source: This is a condensed version of a table 
which appears on p. 11 of the Sum- 
mary of the conference bill. 
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an excess profits tax law. It is un- 
usually hard to determine “ normal in- 
come” in such cases, particularly since 
a substantial part of the increase in 
earnings during the excess profits tax 
period may represent merely “ normal 
growth.” 

The original law assumed that under 
the conditions of a mobilization boom 
new corporations would reach maturity 
within a period of three years, and 
built up an alternative income credit 
by applying an industry average rate of 
return to the corporation’s total assets 
at the end of its third year. The regular 
adjustment for capital additions was re- 
lied upon to make the necessary cor- 
rections for subsequent growth. This 
approach produced two major com- 
plaints. Some taxpayers alleged that 
the industry average rate of return was 
far from representative of their own 
normal earning capacity. Others com- 
plained that they were being deprived 
of a larger alternative credit because 
they were not permitted to use the so- 
called growth formula. The latter pro- 
vided an alternative credit based on 
several combinations of the taxpayer’s 
own earnings in the years 1948 through 
1950 but was available only to cor- 
porations which were in operation 
throughout the base period. 


The 1951 amendments include an- 
swers to both complaints. The growth 
formula is opened to corporations which 
commenced business during the base 
period (section 504). This action will 
be of considerable value to corporations 
which began operations early enough in 
the base period to develop a substantial 
earnings record before 1951. How- 
ever, it will be of little value to most 
corporations which began business late 
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in the base period, and of no signifi. 
cance to those which began after the 
base period had closed. 

Additional relief is provided under 
section 501 which gives new corpora. 
tions a reduced ceiling rate on the first 
$300,000 of their excess profits net in- 
come during each of the first five years 
of their operations. The reduced ceil- 
ing rates are as follows: 

First year 5% 
Second year 5 
Third year 8 
Fourth year 11 
Fifth year 14 


The income in excess of $300,000 is 
subject to the same 18 per cent ceiling 
rate applied to corporations generally, 
as is also the total excess profits tax net 
income of the new corporation in its 
sixth and subsequent years. 

An attempt is made to restrict the 
reduced ceiling rate to those corpo- 
rations which are really new. It is not 
available if the taxpayer is the result of 
a tax-free reorganization, if the tax- 
payer acquired a substantial portion of 
its assets from another corporation 
owned or controlled by the same stock- 
holders, or in many cases where the 
taxpayer acquired an operating business. 

A second restriction designed to ex- 
clude “ war babies” from the benefits 
of this section, denies its use when 50 
per cent or more of the corporation’s 
gross income, exclusive of dividends and 
capital gains, is obtained from contracts 
subject to renegotiation. 

The reduced ceiling rate for new 
corporations is in addition to, and not 
in lieu of, the relief provided under the 
new business formula contained in the 
original law. Indeed, the reduced ceil- 
ing is designed to cut down temporarily 
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the tax due in those cases where the in- 
dustry average rate of return is not suf- 
ficiently large to be representative of 
the “ normal ” earning capacity of the 
new corporation. 

The temporary nature of this remedy 
deserves emphasis. While the tax ad- 
vantages of the first five years will per- 
mit a more rapid accumulation of assets 
than would otherwise have occurred, 
the action taken does not improve the 
formula used to compute the presump- 
tive “ normal” earnings of the corpo- 
ration. As the years pass the amount 
of the tax will increase even though the 
corporation’s earnings do not grow, and 
after a time the corporation will again 
be in the position where it constitutes a 
hardship case. Hence the device of a 
reduced ceiling rate must be regarded 
as a stopgap measure which will need 
to be supplemented by additional relief 
if the tax is continued for a substantial 
period. 


B. Abnormalities 


The bill contains an amendment of a 
comparatively specialized character to 
the section of the law dealing with base 
period “ abnormalities.” ‘These are the 
cases in which normal production is in- 
terrupted by such events as strikes, fires, 
floods, and price wars. Under the 
original law a taxpayer using the ab- 
normality provision eliminated the 
Worst of its base period years and com- 
puted an alternative credit only if the 
“abnormalities” occurred in one or 
more of the remaining base period years. 
Section 509 of the 1951 bill makes the 
abnormality provision available when 
(1) the earnings of the taxpayer’s third 
best base period year are less than 35 


per cent of the average earnings in its 
two best years, and (2) the abnormality 
occurred in the year prior to the third 
best year. In effect, the bill presumes 
that in such cases the low income of the 
third best year was due to the abnor- 
mality occurring in the previous year. 
In qualified cases the taxpayer is per- 
mitted to substitute an alternative in- 
come computed by applying the in- 
dustry average rate of return to the 
taxpayer’s total assets for the actual 
income for the third best year, subject 
to the limitation that the alternative 
income for the third best year may 
not exceed the average for the two best 
years. 


C. New Products 


The original law contained a formula 
designed to provide relief when a tax- 
payer’s base period earnings record is 
abnormal because of the introduction of 
a new product during the last three 
years of the base period. The bill (sec- 
tion 511) extends this provision to 
cases in which the taxpayer introduced 
the product after the base period had 
closed. In order to qualify under the 
amendment the taxpayer must have be- 
gun construction of the facilities needed 
to produce the new product before 
July 1, 1950, under a contract entered 
prior to the end of the base period 
which “ granted a license, franchise, or 
similar right essential for the production 
of the new product.” Although this is 
a very restricted type of commitment 
rule, it has the effect of establishing the 
principle that the base period income 
shall be adjusted for events which oc- 
curred after the close of the base period 
but which were based upon plans en- 
tered upon at an earlier date. The sort 
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of case to which section 511 applies was 
described at the hearings by a repre- 
sentative of the Ecusta Paper Corpo- 
ration." 


D. Change in Capacity 

The bill also contains an amendment 
of similar nature to the relief provision 
designed to cover cases where there was 
a material change in productive capacity 
during the last 36 months of the tax- 
payer’s base period. Section 520 of the 
bill extends this provision to cases where 
the construction was completed after 
the close of the base period, but again, 
the scope of the additional relief is very 
narrowly confined. To qualify under 
the amendment the construction must 
have been completed during the corpo- 
ration’s first taxable year ending after 
June 30, 1950; 40 per cent of the con- 
struction must have been completed be- 
fore the close of the base period; and its 
completion must have been “in pur- 
suance of a plan to which the taxpayer 
was committed prior to the end of its 
base period.” This also is a commit- 
ment rule of very limited scope. A 
case of the type to which it applies was 
presented to the committee by a repre- 
sentative of Pabco Products, Inc.!" 


E. Relief Formulas Designed to Cover 
New Types of Cases 


In addition to the foregoing amend- 
ments designed to extend or improve 
the relief provided in situations which 
were recognized to be a problem in 
drafting the original law, the 1951 
legislation includes four new relief 
formulas. All are of a very specialized 
character. 


11 Revenue Revision of 1951, Hearings of the 
Committee on Finance, pp. 1665-1681. 


12 [bid., pp. 2381-2383. 
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(1) Consolidation of Newspapers, 
One of these amendments (section 518) 
deals with a type of situation presented 
at the hearings by a representative ™ of 
the Fort Wayne Journal-Gazette and 
Sentinel. These are morning and eye. 
ning papers respectively which consolj- 
dated their mechanical, circulation, ad- 
vertising, and accounting departments 
on March 13, 1950, with a substantial 
saving in cost of operation. The result. 
ing increase in income occurred after 
the close of the base period and hence 
was not reflected in the base period in. 
come of either newspaper. 

The bill provides an alternative aver- 
age base period net income for a tax- 
payer “ engaged primarily in the news- 
paper publishing business in its last 
taxable year ending before July 1, 
1950,” which after the close of the first 
half of its base period and prior to July 
1, 1950, “consolidated its mechanical, 
circulation, advertising and accounting 
operations in connection with its news- 
paper publishing business with such 
operations of another corporation en- 
gaged in the newspaper publishing 
business in the same area: ...” To 
qualify under this provision the tax- 


payer must demonstrate that the con-. 


solidation resulted in substantial say- 
ings and must meet a test designed 
to reveal a substantial drop in costs 
or increase in income during the 
year following consolidation. Qualified 
taxpayers may add to their credit based 
on income, an amount equal to the dif- 
ference between the average cost of the 
consolidated operations in the two tak 
able years preceding the one in which 
the consolidation occurred and the 
amount of such costs in the year follow- 
ing consolidation, after adjustment for 


13 Jbid., pp. 1650-1652. 
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increases in labor costs and newsprint 
which occurred after consolidation. 

(2) Television Broadcasting Com- 
panies. A second provision (section 
§19) applies to television broadcasters. 
A representative of this industry point- 
ed out at the hearings ‘* that during the 
base period years, television broadcast- 
ing was highly unprofitable, with the 
result that the credit based on income is 
usually very small. Radio broadcasters 
which added television suffered a ma- 
terial reduction in their average base 
period net income. The representative 
of the television industry asked for an 
alternative credit computed by apply- 
ing the industry average rate of return 
for radio broadcasting in -1946 (before 
the television broadcasting losses ap- 
peared) to the taxpayer’s total assets at 
the close of the base period. 

The bill permits corporations which 
engaged in the television broadcasting 
business prior to January 1, 1951, and 
also engaged in some other business dur- 
ing the base period, to compute their 
credit based on income for the non- 
television business and add to it a hypo- 
thetical income for television broad- 
casting. The latter could be com- 
puted by multiplying the taxpayer’s 
total assets attributable to its television 
broadcasting business at the close of its 
base period by the base period rate of 
return for the broadcasting industry 
generally or by the rate of return which 
the taxpayer itself earned as a radio 
broadcaster. 

(3) “ Transition from War Produc- 
tion and Increase in Peacetime Capac- 
ity.”” A third relief provision (section 
416) which is also of a very specialized 
nature deals with a type of case pre- 


MIbid., pp. 1772-1777. 


sented at the hearings *° by the president 
of the Owens-Corning Fiberglas Cor- 
poration. This company’s base period 
earnings were unusually small because 
the company was going through a slow 
transition from wartime to peacetime 
production. During the war period 
more than 90 per cent of its production 
was for war purposes and a “ great 
proportion ” of this production had no 
civilian market. The slowness of the 
transition to peacetime commodities was 
attributed to the necessity for develop- 
ing new markets and to the need for 
increasing the adjusted basis of the 
corporation’s facilities from $9 million 
in 1946 to $23,500,000 in 1950. These 
changes did not begin to yield sub- 
stantial profits until 1948. 

The bill provides relief under the 
following conditions: (1) the taxpayer 
must have been a manufacturing cor- 
poration which commenced business be- 
fore 1940; (2) the adjusted basis of the 
corporation’s real property and tangible 
personal property at the beginning of 
the base period must not exceed $10 
million; (3) the income attributable to 
contracts with the United States or re- 
lated subcontracts must be not less than 
70 per cent of the taxpayer’s total in- 
come for the years 1942-1945°and must 
be less than 20 per cent of the total 
during the base period and 1950; and 
(4) the corporation’s profits for 1945 
and the average for 1948 and 1949 
must be at least three times the average 
for 1946 and 1947. 


Corporations which meet all these 
conditions may use an alternative aver- 
age base period net income equal to 50 
per cent of the corporation’s income for 
1948 and 40 per cent of the income for 


15 [bid., pp. 1591-1615. 
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1950. This particular alternative net 
income was introduced into the growth 
formula during the closing days of the 
period when the original law was being 
drafted in an effort to improve the 
credit based on income of certain com- 
panies which qualified under the “ new 
product ” test of growth and had an in- 
come in 1949 that was not more than 
25 per cent of their income in 1948. 
It is difficult to see the logic inherent in 
the application of this formula to the 
type of case to which section 516 of the 
bill applies. 

(4) Base Period Catastrophe.  Fi- 
nally, there is a new relief formula for 
corporations suffering a “‘ catastrophe ” 
during the last 36 months of the base 
period (section 517). Relief for cases 
of this type was requested at the hear- 
ings '® by a representative of the Mon- 
santo Chemical Company who was con- 
cerned with the effect of the destruction 
of the company’s Texas City plant by 
an explosion on April 17, 1947, on the 
company’s base period earnings record. 
The tests for eligibility under this pro- 
vision are: (1) the destruction of or 
rendering inoperative a plant or facility 
having an adjusted basis prior to the 
catastrophe equal to 15 per cent or more 
of the adjusted basis of all the taxpayer’s 
productive facilities at that time; (2) 
a resulting substantial interruption of 
the taxpayer’s operation for a period of 
more than 12 months; and (3) the re- 
placement of the plant or facility with 
one having at least as large an adjusted 
basis by the end of the base period. 
These tests were suggested by the Mon- 
santo spokesman ™* who also proposed 
that the measure of relief be determined 


16 [bid., pp. 1652-1665. 
17 Ibid., p. 1657. 


by means of the type of reconstructed 
base period net income used under sec. 
tion 722 of the World War II law. 
This would have been a violation of the 
principle of automatic relief used in 
the general relief provisions of the cur. 
rent law. Instead the bill permits 
qualified taxpayers to use an alternative 
credit in which an average of the in- 
come received prior to the year in which 
the catastrophe occurred is substituted 
for the actual earnings during the year 
of the catastrophe, or a credit equal to 
the sum of one half the taxpayer’s in- 
come for 1948 and 40 per cent of its 
income for 1950. In this case also the 
use of the second of these two formuls 
for the purpose of developing an 4- 
ternative income credit does not seem 
logical. 


F. Technical Amendments to the 
General Relief Provisions 


In addition to the two major changes 
in the treatment of new corporations, 
described above, section 512 of the bill 
corrects an error made in the drafting 
of the original law in connection with 
the treatment of borrowed capital un- 
der the new business formula. The 
amendment permits such capital to bk 
counted at 100 per cent, as it is under 
the other relief provisions which author- 
ize the computation of an alternative 
average base period net income by the 
application of an industry average rate 
of return to the taxpayer’s total assets 

Another section of the bill (505) 
makes a technical change in the portion 
of the growth formula which permit 
certain taxpayers that qualify under 
the so-called new product test to use af 
alternative credit based on their incom 
in 1948 and 1950. However, the tat 
payer could be disqualified if it also me 
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the more general test of growth which 
runs in terms of gross receipts and pay- 
rolls. Under the bill this disqualifi- 
cation is eliminated. 

A third amendment (section 510) 
requires a subsidiary corporation which 
uses an alternative credit calculated by 
applying an industry average rate of 
return to the corporation’s total assets 
to exclude from the latter amounts bor- 
rowed on current account from a parent 
corporation so as to prevent double 
counting. This minor amendment is 
the only structural change in the excess 
profits tax law included in the bill 
which is designed to tighten up the law. 


G. Appraisal of the Amendments to the 
General Relief Provisions 


The appearance of a considerable 
number of amendments to the general 
relief provisions of the new excess prof- 
its tax law is not surprising since the 
original law was drafted in a very short 
period of time, embodied a new tech- 
nique which based relief upon me- 
chanical formulas rather than adminis- 
trative discretion, and used a set of 
formulas which covered a smaller range 
of cases than had been eligible for relief 
under the World War II law. 

While all of the 1951 amendments 
conform with the idea of providing re- 
lief by more or less automatic formulas 
and hence avoid the introduction of 
discretionary administrative relief, they 
are exposed to criticism on _ other 
grounds. 

All but the purely technical amend- 
ments and those dealing with new cor- 
porations have a very restricted scope. 
This is true of the commitment rules at- 
tached to the sections of the original law 
dealing with changes in products and 
facilities and also of the new formulas 


set up in the 1951 bill. While the 
policy of confining the additional relief 
within very narrow limits reduces the 
immediate revenue loss, the consequence 
may be the appearance of a large num- 
ber of additional pleas in behalf of cor- 
porations which have analogous prob- 
lems but cannot meet the restrictive 
tests attached to the current legislation. 
The ability of the Congress to deny re- 
lief to such claimants is very doubtful 
in view of the fact that many of the 
specific actions taken in the 1951 bill 
imply the acceptance of principles hav- 
ing fairly general application. For in- 
stance, it is unlikely that having given 
its blessing to a commitment rule in 
connection with relief for certain 
changes in products and facilities, the 
Congress will be able to prevent the ex- 
tension of the rule to cases which do 
not quite meet the tests contained 
in the existing law. Since Congress has 
provided an adjustment for the tele- 
vision broadcasters, it will be difficult to 
deny relief in other cases where the base 
period earnings are badly distorted by 
the presence of “loss lines.” The news- 
paper consolidation amendment, while 
very restrictive in scope, implies an ac- 
ceptance of the idea that relief should 
be provided when major changes occur 
in methods of management and organ- 
ization, and the section labeled ‘* Trans- 
ition from World War II production 
and increase in peacetime capacity ” 
recognizes as a basis for relief a prob- 
lem which must have characterized the 
experience of a great many corporations 
during the base period years. The 
“ catastrophe ” rule has the most sweep- 
ing implications of all since it slices a 
particular abnormality case out of the 
scope of the abnormality section in or- 
der to provide an alternative credit 
based on entirely different formulas. 
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In each case the Congress will have 
to decide how far it is willing to go 
along the roads which have been opened 
by the actions taken in the 1951 
legislation. If it does this by a process 
of dealing with specific cases on their 
individual merits the burden which will 
fall on the tax committees and their 
staff will be excessive. It would have 
been far wiser to delay the enactment of 
amendments to the general relief pro- 
visions until a limited number of for- 
mulas could be developed which would 
cover the bulk of the remaining true 
hardship cases. 

The minority clerk of the Committee 
on Ways and Means has already pointed 
out that by its action on the general 
relief question the Committee on Fi- 
nance was putting itself in the position 
of the Excess Profits Tax Council under 
the World War II law." There is a 
great deal of truth in this allegation 
which is indeed a warning against a 
continuance of the policy that the 1951 
amendments represent. It is worth re- 
calling that in 1946, when the reform 
of section 722 was under consideration, 
statutory amendments were passed over 
in favor of administrative reorganiza- 
tion because it was recognized that sta- 
tutory revision once begun would tend 
to develop into an interminable task, 
and it was felt that the legislative forum 
is not the best place to resolve the spe- 
cial problems of a single or small group 
of taxpayers. One of the major pitfalls 
which attended the adoption of the 
automatic formula technique used in 
the current law was the proliferation 
of the relief formulas which not only 
produces a serious legislative workload 


18 Gordon Grand, ‘The Revenue Act of 1951— 
Observations on Our Federal Legislative Process,” 
presented to the 44th Annual Conference of the 
National Tax Association, Dallas, Nov. 27, 1951. 
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but increases the difficulty of maintain. 
ing an equitable relationship among the 
amounts of relief provided in different 
types of cases. If the automatic relief 
experiment is to be salvaged, it is essen- 
tial that the provision of relief ona 
very limited basis be abandoned in 
favor of a small number of fairly broad 
formulas which conform with the gen. 
eral pattern set in the original legisla. 
tion. 

One additional observation seems ap- 
propriate. The device of building up 
an alternative credit by means of in- 
dustry average rates of return does not 
appear to be standing up well in prac- 
tice. The extension of the growth 
formula to new corporations and the 
reduced ceiling rates made available t 
such corporations both imply a recog- 
nition of the inadequacy of the amount 
of relief provided under the new cor- 
poration formula contained in the origi- 
nal law which used the industry average 
approach. Only one of the four 
new formulas introduced in the 1951 
bill uses the industry average method of 
developing an alternative credit, and in 
this case (the television broadcaster's 
amendment) such an average will be 
used only when the taxpayer was 
not in the business of radio broadcast- 
ing during the base period or had a rate 
of return below the industry average. 
The implication of the so-called “ catas- 
trophe ” provision is the most damaging 
of all since here a particular type of 
case was removed from the scope of the 
abnormality provision in order to pro- 
vide an alternative credit more closely 
related to the taxpayer’s own earnings 
experience. As was pointed out if 
connection with the original legislation, 
the combination of a general rule pro- 
viding relief on the basis of an industry 
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average rate of return and a series of ex- 
ceptions which grant a higher credit 
when the taxpayer’s earnings are in ex- 
cess of the industry average is bound to 
have a serious effect upon the yield of 


the tax. 
IV. OrHER STRUCTURAL AMENDMENTS 


The remaining twelve amendments 
to the excess profits tax law are far more 
dificult to discuss since they are very 
specialized and relate to a wide variety 
of problems. All are relief measures. 

The group includes two amendments 
which benefit the mineral industries. 
Bauxite is added to the strategic min- 
erals the income attributable to which 
is excluded from the tax (section 522). 
The exemption of “excess output ” is 
extended to sulfur, potash and metal- 
lurgical and chemical grades of lime- 
stone (section 515). 

There are two amendments to the 
special credit for regulated public 
utilities. One extends this credit to in- 
trastate pipelines (section 513); the 
other to certain lessor railroad corpo- 
rations that file a consolidated return 
with a lessee eligible for the credit (sec- 
tion 514). 

Four amendments deal with the 
distinction between admissible and in- 
admissible assets, which is used in con- 
nection with the credit based on in- 
vested capital and the adjustment of the 
credit based on income for changes in 
capital. Two of these (section 506) 
apportion the changes in the inadmissi- 
ble assets held by banks (mainly tax 
exempt securities) between the stock- 
holders and the depositors for purposes 
of computing base period capital addi- 
tions and for capital additions in the 

19 This amendment is the one exception to the gen- 


tral rule of giving all the structural changes retro- 
active effect to the date of enactment of the original 


tax period respectively. The third, 
which applies to corporations other than 
banks using the credit based on income, 
permits a reduction in inadmissible as- 
sets, to the extent that it is not offset by 
a net capital reduction, to be counted 
as a capital addition, providing the 
funds obtained by the sale of the 
inadmissible assets are reinvested in 
operating assets (section 507). The 
fourth of this group of amendments 
permits dealers in tax exempt securities 
to treat such securities as admissible as- 
sets provided the interest received on 
them is included in excess profits tax 
net income (section 508). 

There are two provisions which are of 
particular interest to corporations with 
foreign affiliates. Fees paid to a domes- 
tic corporation by a related foreign 
corporation for “ technical assistance, 
engineering services, scientific assistance 
or similar services” which are “ related 
to the production or improvement of 
products of the type manufactured ” by 
the domestic corporation are excluded 
from the latter’s income for excess 
profits tax purposes (section 502). 
Corporations exempt from the excess 
profits tax (such as a foreign cor- 
poration) are permitted to withdraw a 
previous election to file a consolidated 
return with taxable corporations (sec- 
tion 613). | 

The list also contains an amendment 
to the extremely technical provision 
which governs the use of the earnings 
experience of a predecessor corporation 
in the computation of a taxpayer’s 
average base period net income (section 
§21). The current amendment extends 
this privilege to certain cases in which 
the successor corporation is merely a 





law. This particular amendment is optional for 
taxable years beginning before the date of enactment 
of this bill and mandatory thereafter. 
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continuation of all or a portion of the 
business of its predecessor but was not 
set up in a tax-free reorganization. 

Of more general interest and of 
greater significance from the standpoint 
of the revenue loss involved is the final 
item on the list, an amendment to the 
definition of the base period for fiscal 
year corporations (section 503). The 
original law departed from the general 
rule of using the 48 months between 
January 1, 1946, and December 31, 
1949, to the extent of authorizing tax- 
payers whose fiscal years ended after 
December 31 but before April 1 to use 
as their base period the last 48 months 
ending with their last taxable year end- 
ing prior to April 1, 1950. This was 
not a particularly logical exception but 
it was excused principally on the 
grounds that corporate profits, taking 
the country as a whole, were not un- 
usually high during the first quarter of 
1950. However, the profits of some 
corporations were, of course, on the up- 
grade during these months and their in- 
clusion in the base period was a distinct 
advantage. On the other hand, when 
the fiscal year ended on or after April 
1 the base period was defined as the 48 
months beginning January 1, 1946. 
The determination of the income of 
each of the months between January 1, 
1946, and the beginning of the tax- 
payer’s next fiscal year was accom- 
plished by taking one-twelfth of the in- 
come of the fiscal year beginning in 
1945 and ending in 1946. This fact 
was the basis for the complaint that 
corporations with fiscal years ending on 
or after April 1 found their average 


base period net income depressed by 
their 1945 earnings record. The corol- 
lary of this proposition was less fre. 
quently recognized. The income of 
each of the months which intervened 
between the close of, the 1949 fiscal year 
and January 1, 1950, was computed 
by taking one-twelfth of the income of 
the fiscal year ending in the calendar 
year 1950. Thus, the average base 
period net income of these same tax- 
payers may have been raised by profits 
earned during the calendar year 1950. 

The response of the Congress to the 
complaint received from taxpayers with 
fiscal years ending on or after April 1 
was to give them an additional option, 
to permit them to compute their aver- 
age base period net income from the in- 
come of the 48 months ending on March 
31, 1950. As a result the only tax 
payers which cannot use the first three 
months of 1950 are those on the 
calendar year. It remains to be seen 
whether they can be excluded from this 
privilege permanently. In any event, 
the 1951 amendment to the definition 
of the base period of fiscal year tax- 
payers is merely a corollary of an action 
taken in the original bill. The ex 
perience on this point is an illustration 
of the danger involved in narrowly de 
fined departures from the general rules 
of the tax law. These departures have 
the habit of spreading far beyond theit 
original limits, a fact which is not with 
out significance in an appraisal of the 
bulk of the excess profits tax amend- 
ments contained in the Revenue Act of 
1951. 
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SOME RESULTS FROM THE FIRST YEAR’S 
AUDIT CONTROL PROGRAM OF THE 
BUREAU OF INTERNAL REVENUE 


MARIUS FARIOLETTI * 


INCE THE FIRST detailed account 

of the Bureau’s Audit Control 
Program was published in this Journal 
in June, 1949,’ a considerable amount 
of activity has occurred in this field. 
In addition to the project for 1948 in- 
dividual income tax returns, some of 
the results of which are being sum- 
marized in this article, programs for 
1949 and 1950 returns have been 
launched. The 1949 project is just 
now beginning to produce the estimates 
planned. It covers not only individ- 
ual income tax returns, but also (1) 
the income tax returns of small cor- 
porations, (2) the three federal payroll 
tax returns,” and (3) five excise taxes.® 
The payroll and excise tax returns se- 
lected are those of business taxpayers 
whose 1949 individual and corporate 
income tax returns have been sampled 
for examination under the Audit Con- 
trol Program.* The project for 1950 


*Member of the Management Staff, Bureau of 
Internal Revenue. 


1M. Farioletti, “The 1948 Audit Control Pro- 
gtam for Federal Individual Income Tax Returns,” 
National Tax Journal, II (June, 1949), pp. 142-150. 


2 The withholding, FICA, and FUTA taxes. 


3 Admissions and the four retail excises on furs, 
luggage, jewelry, and toilet preparations. 


*For more details on the 1949 program, see “ The 
Audit Control Program of the Bureau of Internal 
Revenue,” New York University Ninth Annual In- 
stitute of Federal Taxation, New York City: 1951, 
Pp. 98-599; also “Sampling Techniques in Audit- 
ing: The Audit Control Program of the Bureau of 
Internal Revenue,” to be presented in the 1951 Na- 
tional Tax Association Proceedings of the Forty- 
Fourth National Conference. 
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returns has been drastically reduced in 
scope and size in the attempt to fit the 
program to the relatively small statis- 
tical and analytical facilities available 
to compile and analyze the results of 
the sample audits. The 1950 project 
covers only individual income tax re- 
turns and will produce substantially 
less detail than the 1948 project. The 
samples of 1950 returns will all have 
been selected by the time this article 
is published, and many of the selected 
returns will have been audited. 

The primary objective of the first 
year’s Audit Control Program was to 
determine the size of the individual in- 
come tax enforcement problem con- 
fronting the Bureau of Internal Reve- 
nue. This determination provides an 
improved basis for broad policy de- 
cisions involving over-all budgetary 
needs. In this connection some very 
early estimates were presented at the 
Treasury Department—Post Office Ap- 
propriations Hearings for 1951 before 
the Subcommittee of the Committee on 
Appropriations of the House of Repre- 
sentatives.° 


The following estimates are based on 
the results of the investigations of about 
160,000 individual income tax returns 
selected to represent the 52 million re- 
turns filed for the income year 1948. 
These estimates represent the tax errors 


5 For more detail, see “Sampling Techniques in 
Auditing ... ,” op. cit. 


6 81st Cong., 2d sess., Part I, pp. 201-206. 
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of $2 or more per return that probably 
would be found if all the returns filed 
were thoroughly examined by experi- 
enced examining officers. 

Perhaps the most striking result of 
the 1948 sample audits is the estimate 
that one out of every four returns is in 
error.’ Considering that 52 million 
1948 individual income tax returns 
were filed, the total number of faulty 
returns reaches the amazing size of 13.7 
million.® 

Nine out of ten taxpayers filing er- 
roneous returns voluntarily paid less tax 
than the correct amount determined by 
Bureau examining officers.* The tenth 
taxpayer made the mistake of paying 
more than the correct amount of tax 
under the law. 

The 52 million individuals who filed 
returns voluntarily reported about $15 
billion of 1948 individual income tax 
liability, while mistakes on erroneous 
returns aggregated about $1.5 billion of 
tax change, or 10 per cent of the 
total tax liability voluntarily reported. 
Stated another way, the 13.7 million 
erroneous returns voluntarily reported 
$7.4 billion of tax liability; thus, the 
$1.5 billion of tax change is one-fifth 
of the tax voluntarily declared on these 
erroneous returns. About $1.4 billion, 
or more than nine-tenths of the total 
tax change, is estimated to involve ad- 
ditional assessments, and somewhat less 
than $100 million involves overassess- 
ments.® 


7For a graphic summary of estimates for 1948 
individual income tax returns, see ‘* The Audit Con- 
trol Program,” U. S. Treasury Department, Bureau 
of Internal Revenue pamphlet issued May, 1951. 


8 See Table 1 for the detail of these estimates. 


9See Tables 2 and 3 for the detail of these esti- 
mates. 
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The 13.7 million erroneous returns 
amount to about four times the volume 
of individual income tax returns tha 
can annually be examined with the staff 
and methods available to the Bureay 
during the 1951 fiscal year. Usually 
six out of every ten of the more than 
four million individual returns which 
are annually examined under the regu. 
lar examination programs are found to 
be wrong. If the 1951 staffs and pro. 
cedures are maintained, the estimates 
indicate that about 11 million of the 
13.7 million erroneous returns probably 
would not be adjusted. 

While the estimated total number of 
erroneous returns is, at first glance, sur- 
prisingly large, we must remember that 
we are dealing here with truly large 
numbers and that three out of every 
four returns appear to be correct a 
filed. Thus, when it is considered that 
about three-fourths of the taxpayers 
apparently are already complying fully 
with the requirements of the individual 
income tax, some optimism may be ex- 
pressed toward finding improved meth- 
ods of coping with the problems of the 
one-fourth that are making tax errors. 
Many of the errors disclosed by the 
sample audits are small, suggesting the 
source to be either carelessness or in- 
suficient knowledge on the part of the 
taxpayer. Helping these taxpayers to 
determine their correct tax liabilities by 
their own efforts should be feasible al- 
though it is not a problem that can be 
successfully solved in a year or two. As 
some taxpayers learn to avoid making 
mistakes, there will be others who will 
make mistakes for the first time. How- 
ever, this may be an area of tax en 
forcement where only one backward 
step needs be taken for every two for- 
ward strides. 
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The Audit Control Program results 
indicate the fundamental willingness of 
the great majority of taxpayers volun- 
tarily to comply with the law. They 
suggest the importance of continually 
emphasizing and striving for simple tax 
return forms, instructions, and other 
educational materials that are helpful 
in reducing the postfiling audit and in- 
vestigation workload. 
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The Bureau divides its individual in- 
come tax enforcement work into two 
parts: (1) the great mass of lower in- 
come returns is under the audit juris- 
diction of the 64 Collectors of Internal 
Revenue; and (2) the much smaller 
number of higher income returns is 
under the audit jurisdiction of the 39 
Internal Revenue Agents in Charge of 
the field offices of the Income Tax 


TABLE 1 
PRELIMINARY EsTIMATES OF NUMBER OF 1948 INpIvipuAL INcoMe Tax Returns FILED 
AND NUMBER OF RETURNS WITH Error, Cuiassiriep By TAX CHANGE, 
BY Type oF RETURN, AND BY SIZE oF INCOME 


All Returns 
Filed 


Type of Return and 
Size of Income * 


SS ee 52,139 
2. Total collectors’ returns .... 49,234 
(a) Forms 1040A ........ 19,325 


co) Forme 1080 ......... 29,909 


3 Total agents’ returns ...... 2,905 
(a) Under $25,000 ....... 2,649 
(b) $25,000 to $100,000 .. 240 
(c) $100,000 and over ... 16 


Number of Returns (in thousands) 


Returns with Tax Errors of $2 or More 








Percentage Distribution of Number of Returns 


Rommel total .....cccecseoes 100.0% 

5. Total collectors’ returns .... 94.4 
(a) Forms 1040A ........ 37.1 
(b) Forms 1040 ......... 57.4 

6. Total agents’ returns ...... 5.6 
(a) Under $25,000 ....... 5.1 
(b) $25,000 to $100,000 .. 0.5 
(c) $100,000 and over ... t 





Per cent of 
Total Total Number 
with Tax 
Per cent of 
Number All Returns Increase Decrease 
Filed 
13,725 26.3% 91.2% 88% 
11,885 24.1 916 84 
2,196 114 926 7A 
9,689 32.4 91.4 86 
1,840 63.3 88.7 11.3 
1,660 62.7 89.0 11.0 
168 69.9 86.7 13.3 
12 724 846 15.4 
100.0% 100.0% 100.0% 
86.6 ea 87.0 82.8 
16.0 on 16.2 13.4 
706 my - 70.7 69.4 
13.4 at 13.0 17.2 
12.1 NPP 118 15.2 
1.2 ont 12 18 


0.1 ahd 0.1 0.2 


*Form 1040A may be used if adjusted gross income is less than $5,000, not more than $100 








of which is from wages not subject to. withholding and from dividends and interest. Collectors’ 
1948 Form 1040 returns are those with less than $7,000 of adjusted gross income and with gross 
receipts of less than $25,000 from business or profession. Agents’ returns are 1948 Forms 1040 with 
$7,000 or more of adjusted gross income or with gross receipts of $25,000 or more from business 
or profession. 

t Less than 0.05 per cent. 


Source: Bureau of Internal Revenue, Audit Control Program for 1948 individual income tax 
returns. 
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Division.'® count for 13 per cent of the erroneous 

The Audit Control Program results returns and 42 per cent of the tax 
show the importance of size of income change. In contrast, the 49 million 
as an index of tax error. The 2.9 mil- lower income returns, under the audit 
lion higher income returns under the jurisdiction of collectors, account for 
audit jurisdiction of internal revenue 94 per cent of the returns filed, 87 per 
agents account for only 6 per cent of 


cent of the erroneous returns and §§ 
the returns filed. However, they ac- 


per cent of the tax change."' It is clear 


10 For the income years 1948 and 1949, the di- that both lower and higher income 
viding line for audit jurisdiction was $7,000 of ad- 
justed gross income and/or $25,000 of gross re- 
ceipts from business or profession. For income years Ment Coverage. The enforcement 
beginning with 1950, the line has been raised to 
$8,000 of adjusted gross income and/or $50,000 of 11 The details of these estimates are presented in 
gross receipts. Tables 1 and 3. 


TABLE 2 
PRELIMINARY Estimates oF TAX CHANGE DISCLOSABLE BY AUDIT, AS A PROPORTION OF 


Tax VoLuNTaARILY Reportep oN 1948 INpiIvinvaL INcoME Tax ReEturNs, 
CLASSIFIED BY TYPE OF RETURN, AND BY SIZE oF INCOME 


groups must have adequate enforce. 





Tax Liability _Tax tinadenil Dise losable a Audit 
jee : igh Voluntarily 
Type oF ew n and Reported Amount a cent to Average 
ei (Millions (Millions “Saale Amount 
of dollars) of dollars) Reported per Return 
All Returns 
eS ee 15,436 1518 98% $ 29 
2. Total collectors’ returns .... 7,897 885 11.2 18 
(a) Forms 1040A ........ 2,439 138 §.7 7 
(b) Forms 1040 ......... 5,458 747 13.7 25 
3. Total agents’ returns ...... 7,539 633 84 218 
(a) Under $25,000 ....... 3,299 432 13.1 163 
(b) $25,000 to $100,000 .. 2,800 158 56 659 
(c) $100,000 and over ... 1,439 43 3.0 2,632 
Returns with Tax Change 
eo | Ee are 7,414 1,518 20.5% $ 111 
5. Total collectors’ returns .... 2,304 885 38.4 74 
(a) Forms 1040A ........ 274 138 50.4 63 
(b) Forms 1040 ......... 2,030 747 36.8 77 
6. Total agents’ returns ...... 5,110 633 12.4 344 
(a) Under $25,000 ....... 2,104 432 20.5 260 
(b) $25,000 to $100,000 .. 1,954 158 8.1 942 
(c) $100,000 and over ... 1,053 43 4.1 3,633 





* Vents 1040A may " wed if ndiuaicd gross income is tiie siete $5,000, not more thei $100 
of which is from wages not subject to withholding and from dividends and interest. Collectors’ 
1948 Form 1040 returns are those with less than $7,000 of adjusted gross income and with gros 
receipts of less than $25,000 from business or profession. Agents’ 1948 returns are Forms 1040 with 
$7,000 or more of adjusted gross income or with gross receipts of $25,000 or more from business 
or profession. 

Source: Bureau of Internal Revenue, Audit Control Program for 1948 individual income tat 
returns. 
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methods applied to the two groups must 
differ, however. 

Tax errors are 2.5 times more fre- 
quent on the more complex higher in- 
come agents’ returns than on collectors’ 
returns. Table 1 shows the error fre- 
quencies to be 11 per cent and 32 per 
cent on the two types of collectors’ re- 
turns, and to range from 63 per cent 
to 72 per cent on the three classes of 
agents’ returns. Because errors are less 
frequent on lower income returns they 
are harder to find, and improving the 
methods of selecting incorrect returns 
for examination is important in raising 
the efficiency of tax enforcement by 
audit methods. Erroneous agents’ re- 
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turns are more frequent; hence the 
problem of selecting them for investi- 
gation is less difficult. In this area, 
efficiency of tax enforcement is more 
likely to be raised by methods designed 
to pick agents’ returns with relatively 
large tax errors. 

The average size of tax error increases 
sharply as size of income reported on 
the tax return increases. Table 2 shows 
the averages to range from $7 per 1948 
Form 1040A return filed to $2,632 per 
Form 1040 return listing $100,000 or 
more of income. The average tax 
change for all returns estimated to con- 
tain tax errors is about $111 per return. 
However, the average amount increases 


TABLE 3 
PRELIMINARY EstIMATEs oF Tax CHANGE DiscLosaBLeE By AvupiT or 1948 INDIVIDUAL 
Income Tax Returns, Cuassir1ep By Type or RETURN, 
AND BY Size or INCOME 














Type of Return and 
Size of Income * 


Total Tax Change _ 


Per cent of Total Change 





Increase Decrease 


Amount of Tax Change (Millions of dollars) 


Rermen COtAD .. ook v.iesccecccceses 1,518 94.3% 5.7% 

2. Total collectors’ returns ......... 885 95.4 46 
(a) Forms 1040A ............. 138 94.3 5.7 
(hb) Forms 1040) ......ccceccce 747 95.6 44 

3. Total agents’ returns ............ 633 92.9 7.1 
(a) Under $25,000 ............. 432 94.2 58 
(b) $25,000 to $100,000 ........ 158 90.4 96 
(c) $100,000 and over ......... 43 88.7 113 

Percentage Distribution of Amount of Tax Change 

MUD os valerate caecaces 100.0% 100.0% 100.0% 

5. Total collectors’ returns ......... 58.3 58.9 476 
im) Forme 1040A. oo... ccccccse 9.1 9.1 9.1 
cB) Forme 1040  .....5 -swscess 49.2 49.9 38.5 

6. Total agents’ returns ............ 41.7 41.1 52.4 
(a) Under $25,000 ............. 28.4 28.4 29.2 
(b) $25,000 to $100,000 ........ 10.4 10.0 176 
(c) $100,000 and over ......... 28 2.7 56 











*Form 1040A may be used if adjusted gross income is jess than $5,000, not more than $100 
of which is from wages not subject to withholding and from dividends and interest. Collectors’ 
1948 Form 1040 returns are those with less than $7,000 of adjusted gross income and with gross 
receipts of less than $25,000 from business or profession. Agents’ 1948 returns are Forms 1040 with 
$7,000 or more of adjusted gross income or with gross receipts of $25,000 or more from business 


or profession. 


Source: Bureau of Internal Revenue, Audit Control Program for 1948 individual income tax 


returns. 
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from a low of $63 per erroneous Form 
1040A to a high of $3,633 for returns 
listing incomes of $100,000 and over. 
The proportion that the total tax 
change bears to the total tax reported 
on all returns filed varies from a high 
of 13 to 14 per cent for the two groups 
of Form 1040 returns with adjusted 





[| VoL. V 


voluntarily reported decreases as the size 
of the taxpayer’s income increases. 
Thus, for the 2.2 million erroneous 
Form 1040A returns, the tax change is 
estimated to be about 50 per cent of 
the voluntarily reported tax liabilities. 
For the 16,000 returns with adjusted 
gross incomes of $100,000 or over, the 





gross incomes of less than $25,000, to 
a low of 3 per cent for returns listing 
incomes of $100,000 or more. When 
tax change is considered only with re- 
spect to erroneous returns, the impor- 
tance of tax adjustments relative to tax 


tax change is about 4 per cent of the 
reported tax liabilities. 

The amount of tax change disclos- 
able per examining officer also increases 
sharply as size of income increases. 
Table 4, column 1 shows the average 


TABLE 4 


PRELIMINARY EstiMaTEes oF TAX CHANGE PER MAN-YEAR OF EXAMINATION EFFORT, 
APPLIED UNDER 1948 Aupir ControL ProcraM CoNDITIONS 





Yield per Man- 
Year, Assuming 


Yield per Man- ct otential Yield" Selection of 
: Year, Assuming 1948 Returns at 
i * al na Selection of Assuming Random, Plus 


Selection of 





1948 Returns . Follow-up of 

atRandom+ Only Erroneous y eads on Related 

sit and Other Year 
Returns § 
I a $ 9,412 $ 54,937 $ 12,815 
Collectors’ Forms 1040 .................. 18,294 37,525 27,914 
Agents’ returns, under $25,000 income .... 27,606 36,121 44,660 
Agents’ returns, $25,000 to $100,000 income 73,001 90,407 160,668 
Agents’ returns, income $100,000 and over 196,880 237 233 413,012 





* Form 1040A may be used if adjusted gross income is less than $5,000, not more than $100 
of which is from wages not subject to withholding and from dividends and interest. Collectors’ 
1948 Form 1040 returns are those with less than $7,000 of adjusted gross income and with gross 
receipts of less than $25,000 from business or profession. Agents’ returns are 1948 Forms 1040 


with $7,000 or more of adjusted gross income or with gross receipts of $25,000 or more from busi- 
ness or profession. 


+ These estimates are for the tax year 1948 only and show the tax change per man-year that 
would be obtained by investigation either of returns selected at random or of all returns filed. 
The average tax change per man-year realized in practice is larger because it includes tax change 


resulting from examination of related cases and the existing selection procedures operate with 
above-random effectiveness. 


t These estimates indicate the potential increase in efficiency per examiner (compared with 
the random selection method) by eliminating the examination of returns resulting in no tax 


change. They also relate to only 1948 returns, and do not indicate efficiency increases obtainable 
by eliminating returns with only small tax change. 


§ These estimates indicate the magnitude of the increase in yield per man-year of examina- 
tion effort (compared with the random selection method) that is involved in following leads 
developed during the examination of returns selected at random. The leads involve both the 
returns of other years for the taxpayer whose 1948 return was randomly selected and those of 
related taxpayers, such as spouses and partners. 


Source: Bureau of Internal Revenue, Audit Control Program for 1948 individual income tax 
returns. 
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tax change per man-year to range from 
about $9,400 for Form 1040A returns 
selected at random to about $197,000 
for the highest-income returns. An 
appreciable portion of the difference 
between these average amounts of tax 
change per man-year is attributable, of 
course, to the significant differences in 
the marginal effective tax rates applica- 
ble to the disclosed changes in basis of 
tax. 

The differences between the average 
tax adjustments per man-year shown 
in columns 1 and 2 of Table 4, indicate 
the potential increases in productivity 
per man-year that would tend to result 
(compared with selection of returns at 
random) from an increase in the ca- 
pacity to select for examination only 
returns with a tax change, irrespective 
of the size of tax change. The esti- 
mates indicate that productivity per 
man-year in the collectors’ area would 
tend to be doubled on Form 1040 re- 
turns and increased more than five-fold 
on Form 1040A returns by selecting for 
examination only returns with tax 
change. In the agents’ area, however, 
the potential increase in productivity 
that would result from eliminating no 
change cases is much more limited. 
These estimates also suggest that efforts 
to improve the selection system, based 
on picking only change cases, irrespec- 
tive of size of change, are relatively 
more important among the collectors’ 
returns than among the agents’ returns. 
This importance tends to increase as the 
size of income decreases. In the agents’ 
area, the estimates presented in column 
3 of Table 4 indicate that the following 
of leads disclosed upon examination of 
returns selected at random may be more 
important in raising the yields obtained 
per man-year of examination effort 
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than the elimination of examinations 
resulting in no tax change. 

In the collectors’ area, a variety of 
factors suggest that low cost, mass en- 
forcement techniques must be used to 
improve the level of tax enforcement: 
namely, the huge number of returns 
involved, the low frequency of tax 
error disclosed, the small average 
amount of tax change per return filed, 
and the relatively low productivity ob- 
tainable per man-year of examination 
effort under thorough auditing pro- 
cedures. Simple tax return forms and 
instructions and well planned educa- 
tional campaigns designed to help tax- 
payers correctly determine their own 
tax liabilities are of particular impor- 
tance in this mass enforcement area. 
Continual search should be made for 
improved collection and _ verification 
procedures that will make it more dif- 
ficult for taxpayers to make mistakes 
and easier for the tax administrator to 
detect them. Selecting returns by pat- 
terns-of-error characteristics will tend 
to reduce handling costs involved in 
selecting returns for examination. 
Maximizing the use of correspondence 
audits will tend to reduce the cost of 
adjusting tax errors. 

In the agents’ area the smaller num- 
ber of returns, the high frequency of 
error, the relatively large average 
amounts of tax error, the complex tax 
issues, and the high productivity per 
man-year of examination effort indi- 
cate that relatively frequent and thor- 
ough audits are necessary. In this area 
the enforcement problem is more man- 
ageable in terms of the classical selec- 
tion and audit procedures that use rela- 
tively large inputs of skilled manpower. 
Thus, all returns reporting incomes of 
$25,000 or more must be examined on 
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a two-year cycle basis—each audit 
covering the taxpayer’s returns for the 
two income years since the last exami- 
nation—under the present audit pro- 
gram. This policy of 100 per cent 
coverage is feasible because only about 
250,000 of these returns are filed each 
year and because the audits will pro- 
duce a relatively large amount of tax 
change per man-year of examination 
time. 

The Audit Control Program is also 
providing more specific knowledge 
about the various kinds of tax errors. 
This information helps to indicate the 
tax enforcement problems that may be 
attacked by educational procedures and 
legislation, in addition to indicating 
improved selection methods. Tables 5 
and 6 present information classifying 
the 14 million returns with tax error by 
four major types of error, namely: (1) 
adjusted gross income, (2) personal de- 
ductions, (3) exemptions, and (4) 
mathematical errors, either (a) major 
mathematical error or (b) where the 
sole error is mathematical. 

Table 5 presents estimates which in- 
dicate that 7.5 million, or 55 per cent, 
of the 13.7 million returns with tax 
errors would show the major error to 
be in adjusted gross income. About 
3.2 million, or 23 per cent, of the re- 
turns would show the major source of 
error to be either in itemized personal 
deductions or in the selection of the 
wrong standard deduction (including 
some cases involving incorrect use of 
the Supplement T tax table). Close to 
2.2 million, or 16 per cent, of the re- 
turns with error would show the major 
source of error to involve incorrect 

claims regarding personal exemptions. 
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Table 6 indicates that over $1 billion, 
or about 70 per cent, of the aggregate 
tax adjustment of $1.5 billion is at- 
tributable to returns showing the major 
error to be in adjusted gross income. 
Less than $250 million, or 16 per cent, 
of the total tax adjustment is estimated 
to be on returns showing the major 
error to be in the exemption area, and 
only about $175 million of the total 
estimated tax error, or less than 12 per 
cent, is attributable to personal deduc- 
tions. 

Relatively few major errors stem 
from faulty arithmetic and the aggre- 
gate tax change involved is less than 
$50 million. 

Exemption errors are almost exclu- 
sively a small taxpayer problem; col- 
lectors’ returns account for about 98 
per cent of this major source of tax 
error. A significant mass enforcement 
problem is involved in the 2 million 
returns of small taxpayers estimated to 
contain errors in personal exemptions. 
Table 7 shows that small taxpayers list- 
ing one or more exemptions outside the 
immediate family (that is, exemptions 
of relatives other than children) made 
exemption errors more than ten times 
as frequently as the others. Thus, only 
a little more than 2 per cent of the 43 
million 1948 collectors’ returns listing 
only exemptions within the immediate 
family show exemption errors. How- 
ever, one out of every four of the 2.6 
million Form 1040A returns and one 

out of five of the 3.6 million collectors’ 
Form 1040 returns listing exemptions 
outside the immediate family show ex- 
emption errors. Consequently, collec- 
tors’ returns that list exemptions of 
such dependent relatives will be more 
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Source: Bureau of Internal Revenue, Audit Control Program for 1948 individual income tax returns. 
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closely scrutinized, and the Bureau’s 
facilities for handling exemption errors 
will be concentrated among this type 
of return. As a means of reducing the 
audit workload in this area, additional 
effort is also being made to improve 
taxpayer knowledge of the legal re- 
quirements which must be met to claim 
the exemptions of dependent relatives. 
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the exemption of children from those 
of other close relatives. The instruc- 
tions also emphasize the difference in 
the legal requirements for claiming ex- 
emption for children and close relatives. 

In terms of frequency of occurrence, 
major error in personal deductions is 
next in importance to major error in 
adjusted gross income. The 3.2 million 


It is for this reason that the 1951 Forms 
1040A and 1040 contain new exemp- 


returns with major error in personal de- 
ductions are estimated to contain about 

















tion schedules segregating the listing of $175 million of tax change. The 
TABLE 7 
PRELIMINARY UNITED States Estimates or Couvecrors’ 1948 Erroneous INDIVIDUAL 
Income Tax RETURNS (A) SEGREGATED BETWEEN EXEMPTIONS AND OTHER 
Errors, AND (B) ComparInG THose Listrina ONLY EXEMPTIONS 
WITHIN IMMEDIATE FAMILY WITH THOSE LISTING 
EXEMPTIONS OUTSIDE IMMEDIATE FAMILY 
Returns Listing Only Returns Listing One or 
Exemptions within More Exemptions 
Immediate outside Immedi- 
Type of Return* and Family f ate Family ¢ 
Source of Error tenes Per cent of Seine Per cent of 
(in thou- uch (in thou- 4/1 Such 
Returns Returns 
sands) Filed sands) Filed 
1. Form 1040A returns: 0 
Cay: PE IO oe oo os Wow cadence ns 16,744 100.0% 2,582 100.0% 
(b) Number with tax change .......... 1,469 88 728 28.2 
(1) Major error in exemption ... 370 22 648 25.1 
(2) Minor error in exemption ... 28 0.2 8§ 0.3 § 
(3) Errors, but not in exemptions 1,071 64 71 2.7 
2. Collectors’ Form 1040 returns: 
Cin TI TE Se 26,340 100.0% 3,566 100.0% 
(b) Number with tax change .......... 8,148 30.9 1,538 43.1 
(1) Major error in exemption ... 452 1.7 669 18,7 
(2) Minor error in exemption ... 93 04 54 15 
(3) Errors, but not in exemptions 7,604 28.9 816 22.9 





* Form 1040A may be used if adjusted gross income is less than $5,000, not more than $100 
of which is from wages not subject to withholding and from dividends and interest. Collectors’ 
1948 Form 1040 returns are those with less than $7,000 of adjusted gross income and with gross 
receipts of less than $25,000 from business or profession. 

+ Exemptions within an immediate family mean the taxpayer, his spouse, their old age and 
blindness exemptions, and their children. 

t Exemptions outside immediate family mean all exemptions not included in footnote f, 
such as, taxpayer claiming a parent, brother or sister, and more distant relatives. 

_ § Because of the small number of returns in this group, the entry is probably subject to rela- 

tively large estimating error and should be used with caution. 

Source: Bureau of Internal Revenue, Audit Control Program for 1948 individual income tax 
returns. 
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standard deduction has made a major 
contribution to the successful adminis- 
tration of the modern, mass personal 
income tax by greatly reducing the im- 
portance of personal deduction errors. 
Less than 200,000 of the 43 million 
returns with standard deductions are 
estimated to contain major errors in 
personal deductions, or only one out of 
every 250 of this type of return. On 
the other hand, about one out of three 
of the 9 million returns listing itemized 
deductions probably contains major 
errors in these personal deductions. 
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As a result of Audit Control Pro- 
gram studies in the dividend and inter- 
est income area, the Bureau has: (1) 
required itemization of dividend and 
interest incomes on Form 1040 tax re- 
turns; (2) adopted regulations requir- 
ing corporations to file information 
returns for all dividend payments— 
regardless of size; and (3) improved 
the administrative procedures regarding 
the use of information returns. These 
administrative changes tend to improve 
both compliance and verification pro- 
cedures so that dividend and interest 


TABLE 8 
PRELIMINARY ESTIMATES OF NUMBER OF 1948 INDIviIDUAL INCOME TAx RETURNS WITH 
INcoME oR Loss FROM BUSINESS OR PROFESSION AND NUMBER OF SUCH 
RETURNS WITH TAX CHANGE DISCLOSABLE BY AUDIT, CLASSIFIED 








Type of Return and 
Size of Income * 





BY Type oF RETURN AND SIZE oF INCOME 


. ill Po “8 
All Returns Filed Total Returns with Per cent with 


Tax Change Change 





Number of Returns with Income or Loss from Business or Profession (in thousands) 


ee eS EES See 
. Total collectors’ returns ............ 
CD PO IRN io osc ood eee ees 
Ce ee ar 


3. Total agents’ returms ............... 
(a) Under $25,000 ................ 

(b) $25,000 and over ............. 

(1) $25,000 to $100,000 ...... 

(2) $100,000 and over ...... 


noe 


7,260.1 3,520.0 48.5% 
5,970.1 2,565.3 43.0 
24.5 24.5 100.0 
5,945.6 2,540.8 42.7 
1,290.0 954.7 74.0 
1,207.2 888.6 73.6 
82.8 66.1 798 
78.5 62.5 79.6 
44 3.6 82.2 


Number of Returns without Income or Loss from Business or Profession (in thousands) 


IN ANNU ihn ns osc k Vo siesid bes sa eeo'e 44,878.1 10,204.7 22.77% 
5. Total collectors’ returns ............ 43,262.8 9,319.3 21.5 
RP DAR os vce biccscuwaee 19,300.8 2,171.7 11.3 
CS | er 23,962.1 7,147.5 29.8 
6. Total agents’ returns ............... 1,615.2 885.4 548 
(an) Under 626000 .........:...... * 1,441.6 7718 53.5 
(b) $25,000 and over ............. 173.7 113.6 65.4 
(1) $25,000 to $100,000 ...... 161.7 105.4 65.2 
(2) $100,000 and over ...... 12.0 8.2 68.8 














* Form 1040A may be used if adjusted gross income is less than $5,000, not more than $100 
of which is from wages not subject to withholding and from dividends and interest. Collectors’ 
1948 Form 1040 returns are those with less than $7,000 of adjusted gross income and with gross 
receipts of less than $25,000 from business or profession. Agents’ 1948 returns are Forms 1040 
with $7,000 or more of adjusted gross income or with gross receipts of $25,000 or more from busi- 
ness or profession. 

Source: Bureau of Internal Revenue, Audit Control Program for 1948 individual income tax 
returns. 
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income errors will be harder to make 
and easier to detect. Dividend and in- 
terest errors will continue to present 
dificult enforcement problems, how- 
ever, because they are relatively small 
and too costly to find by ordinary audit 
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turns filed by individuals with business 
and professional incomes ‘* are more 
frequently in error, have larger 
amounts of tax change, and produce 
more dollars of tax change per man- 
year of examination effort expended 











methods. It is for these reasons that than is the oe regarding the 45 mil- 
the Bureau has recommended considera- [ion returns without business incomes. 
tion of a withholding tax on interest Table 8 indicates that almost half of 


and dividend: payments. the business returns filed contain tax 


Based on results of the Bureau’s 12 That is, all returns with Schedules C and 
Audit Control Program it is estimated Form 1040F; these include professional men and 
> 


Pea ; sole proprietors of businesses and farms, but exclude 
that the 7 million 1948 income tax re- returns with partnership income, 


TABLE 9 


PRELIMINARY EstIMATES OF TAX CHANGE DISCLOSABLE BY AUDIT AS A PROPORTION 
or Tax VOLUNTARILY REporTED ON 1948 INpIvinuAL INcoME Tax RETURNS 
WITH Prorit or Loss FROM BUSINESS OR PROFESSION, CLASSIFIED 
BY Type oF RETURN AND SIZE or INCOME 








Tax Liability Tax Change Disclosable by Audit 











; Voluntarily 
Type of Return and Reported Amount Per cent Average 
Size of Income (Millions (Millions to Tax Amount 
of dollars) of dollars) Reported per Return 
All Returns with Income or Loss from Business or Profession 
ne CN ee nee teen wok ware 3,372.4 7179 21.3% $ 99 
2. Total collectors’ returns ........: 7418 318.5 42.9 53 
(a) POR FOG cick c cc cecsces a3 2.1 99.7 84 
Cb) PareWD: oo ceiivs ccwnewa 739.8 316.4 428 53 
3. Total agents’ returns ............ 2,630.5 399.5 15.2 309 
(a) Under $25,000 ............. 1,169.9 300.2 25.7 249 
(b) $25,000 and over .......... 1,460.6 99.3 68 1,198 
(1) $25,000 to $100,000 ... 870.2 80.3 9.2 1,024 
(2) $100,000 and over .... 590.4 18.9 3.2 4,312 
All Returns without Income or Loss from Business or Profession 
Se ee ROIRD anv 5ics Kos owe ewe 12,063.2 800.3 66% $ 18 
5. Total collectors’ returns ......... 7,154.7 566.7 7.9 13 
(ay Porm BGA ccc icc cite 2,437.0 136.1 56 7 
Cb) Pam TOOD. sc occ 00s s wade 4,717.7 430.7 9.1 18 
6. Total agents’ returns ............ 4,908.5 233.6 48 145 
(a) Under $25,000 ............. 2,129.5 131.7 6.2 91 
(b) $25,000 and over .......... 2,779.0 101.9 3.7 587 
(1) $25,000 to $100,000 ... 1,929.9 778 40 481 
(2) $100,000 and over .... 849.1 24.1 28 2,015 





* Form 1040A may be used if adjusted gross income is less than $5,000, not more than $100 
of which is from wages not subject to withholding and from dividends and interest. Collectors’ 
Form 1040 returns for 1948 are those with less than $7,000 of adjusted gross income and with 
gross receipts of less than $25,000 from business or profession. Agents’ returns for 1948 are Forms 
1040 with $7,000 or more of adjusted gross income or with gross receipts of $25,000 or more from 
business or profession. 


Source: Bureau of Internal Revenue, Audit Control Program for 1948 individual income tax 
returns. 
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errors and that this frequency of error 
is more than twice the frequency found 
on nonbusiness returns. Table 9 pre- 
sents estimates indicating that almost 
one-half of the total tax change is 
likely to be found on returns with in- 
come or loss from business or profes- 
sion. Table 10 shows that, under Audit 
Control Program procedures, business 
returns produce a larger tax change per 
man-year of examination effort, at all 
levels of income. 


No major aid to tax enforcement 
similar to the withholding tax method 
has yet been found to reduce the dif- 
ficulty and cost of verifying the income 
and deductions voluntarily reported by 
individuals operating businesses and 
professions. At present, there is no 
alternative to a thorough examination 
of the business books and records by 
experienced tax enforcement officers, if 
adequate verification of business income 
is to be attained. It is already the pol- 
icy of the Bureau of Internal Revenue 
to examine on a two-year cycle basis 
all individual returns reporting both 
business and nonbusiness incomes of 
$25,000 or more, and to increase the 
proportion of business returns with in- 
comes under $25,000 that is examined. 
As indicated in Table 9, the two classes 
of business returns with incomes under 
$25,000 account for about 85 per cent 
of the total tax change attributable to 
business returns. Henceforth, these re- 
turns will be segregated from those 
without business incomes to permit 
more careful scrutiny, at lower cost, for 
audit selection purposes. As additional 
manpower is made available, an in- 
creased proportion of these returns will 
be examined and perhaps eventually a 
cycle basis of audit may be adopted. 
However, any large increase in the per- 


centage of the more than 7 million in- 
dividual business returns that can be 
examined each year will necessarily 
require a large increase in the staff of 
examining officers of the Bureau of In- 
ternal Revenue who are skilled in audit- 
ing business books and records. 


TABLE 10 


COMPARISON OF THE ESTIMATED PRODUCTIVITY OF 
1948 INpivipvaL INcome Tax Returns * 
SHOWING Prorir or Loss From Busi- 
NESS OR PROFESSION WITH ReE- 
TURNS WITH NONBUSINESS 
INCOME, CLASSIFIED BY 
Type or RETURN 
AND SIZE OF 
INCOME 





Dollars per Man-Year 





Type of Return and 


Size of Income * Business Nonbusiness 





Income Income 

All Returns Filed ¢ 
Collectors’ Form 1040.. $ 21,970 $ 16,291 
Agents’ under $25,000. . 33,618 19,911 
$25,000 to $100,000 .... 99,024 58,305 
$100,000 and over ..... 273,436 167,391 


Returns with Tax Change Only § 


Collectors’ Form 1040.. $ 37,537 $ 37,516 
Agents’ under $25,000. . 41,196 28,725 
$25,000 to $100,000 .... 112,891 75,660 
$100,000 and over ..... 


305,403 


208,888 





* These estimates include only the man-hours 
and tax changes related to the 1948 “audit 
sample” returns. They exclude the informa- 
tion pertaining to “ other returns” reported in 
column 3, Table 4. 

¥ Collectors’ Form 1040 returns for 1948 are 
those with less than $7,000 of adjusted gross 
income and with gross receipts of less than 
$25,000 from business or profession. Agents’ 
returns for 1948 are Forms 1040 with $7,000 or 
more of adjusted gross income or with gross 
receipts of $25,000 or more from business or 
profession. 

t These estimates are comparable to those 
found in column 1, Table 4. 

§ These estimates are comparable to those 
found in column 2, Table 4. 

Source: Bureau of Internal Revenue, Audit 
Control Program for 1948 individual 
income tax returns. 
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TOWARD RATIONALITY IN A RETAIL SALES TAX 


MILTON C. TAYLOR * 


ROFESSOR JOHN F. DUE in a re- 

cent article 1 has sounded a call for 
research which will produce a rational 
foundation for the retail sales tax. He 
points out that although the tax was 
born of expediency in the depressed 
thirties it has now assumed both a status 
of fiscal importance and apparent per- 
manency at the state level of taxation. 
Despite its present status and despite 
serious incongruities, many of the levies 
continue to exist in their virgin form 
of adoption. The purpose of this paper 
is to substantiate by way of illustration 
the need for fundamental theoretical 
analysis of the sales tax by considering 
in historical perspective one aspect of 
the tax as it has evolved in Michigan, a 
generally typical sales tax state. 

One of the most difficult and impor- 
tant problems to be faced in both the 
process of legislating and administering 
a sales tax is the determination of the 
taxable base. At least two significant 
problems arise in this regard: (1) What 
does the legislature in its statutory di- 
rective intend to be taxed? (2) In 
terms of rationality, neutrality, admin- 
istrative enforceability, and other re- 
quirements of a good tax, what should 


* The author is a lecturer in the School of Public 
Administration of the University of Puerto Rico, and 
was previously on the staff of the department of 
economics at Michigan State College. 


1 J. F. Due, “ Retail Sales Taxation in Theory and 
Practice,” National Tax Journal, III (1950), pp. 314- 
325. 


79 


be the base of the tax, in the event that 
there is a variance between the legis- 
lature’s intent and a desirable tax 
structure? 

The Michigan legislature, in its origi- 
nal act, defined the tax base as follows: 


The term ‘ sale at retail’ means any trans- 
action by which is transferred for consid- 
eration the ownership of tangible personal 
property, when such transfer is made in the 
ordinary course of the transferor’s business 
and is made to the transferee for consump- 
tion or use or for any other purpose than for 
resale in the form of tangible personal 
property.” 


It should be noted first, from the 
above statutory requirement, that the 
legislature intended to tax only the sale 
of tangible personal goods. The tax 
was levied on only one of the four cate- 
gories of wealth; it was not a tax on 
land, improvements, or intangible per- 
sonal property. And it should also be 
noted that the tax base excluded serv- 
ices. Property, to be taxable when 
transferred, was required to be both 
personal and tangible. The second 
specification was that the sale must be 
consummated in the ordinary course 
of the transferor’s business—in other 
words, not a casual sale. And lastly, it 
was stipulated that the tax was only to 
be imposed on goods that were sold for 
use or consumption; goods purchased 
for resale were specifically exempted. 


2 Public Acts, 1933, No. 167, sec. 1 (b.1). 
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This last requirement is of major im- 
portance. It would appear, at least by 
the legislature’s original directive, that 
the tax was not intended as a levy on 
retail sales per se, that is, sales to over- 
the-counter consumers; rather, it was 
a tax on the sale of all goods which 
were intended for use or consumption, 
regardless of who used them, business 
or ultimate consumers. It is possible, 
although this is a matter of speculation, 
that this aspect of the tax is still com- 
monly misunderstood by the public in 
Michigan, even though the tax has been 
in operation for nearly twenty years. 
In other words, it is possible that non- 
business consumers are misled by the 
term “retail” sales tax and by their 
personal experience of paying the tax. 
In a similar vein, it is possible that con- 
sumers in Michigan commonly believe, 
because of the separation of the tax 
from the price of the product, that they 
have a legal obligation to pay the tax. 

Since the tax was designed as a levy 
on the transfer of goods, provided that 
the purchaser used or consumed them, it 
may be observed that a distinction be- 
tween goods sold by a manufacturer, 
wholesaler, or retailer was irrelevant. 
Nor was it pertinent to consider 
whether the goods were purchased by a 
manufacturer, wholesaler, or retailer. 
The only relevant question was whether 
the goods were purchased for consump- 
tion or use, and the determination of 
exemption is turned on the question of 
whether the goods were not consumed, 
that is, purchased for resale. 

A tax of this kind is, therefore, in 
large part, a multilevel rather than a 
single-stage levy, and is subject in some 
considerable measure to the inadequacies 
of a multilevel tax. Dominant among 
these are two types of tax accumulation: 


| VoL. V 


pyramiding of the tax which occurs 
when the levy is assessed at the manu- 
facturing level and/or some other level 
of production anterior in time to the 
retail level; and pyramiding which oc- 
curs when fixed percentage markups 
are a characteristic mode of pricing. 
With these two conditions, the base for 
the markup includes the tax, with the 
dual result that a profit is made by the 
producers on the tax itself, and the tax 
undergoes a cumulative build-up by the 
time it reaches the retail level. Ac- 
cumulation may occur even in the ab- 
sence of fixed percentage markups. 
Whenever there is a multilevel tax, some 
shifting of the tax paid by producers 
is customarily presumed, with the result 
that the ultimate consumer may pay 
more than the statutory rate. It should 
be noted that these two features are un- 
desirable, since they cause discrimina- 
tion among particular consumers and 
producers; and both are avoidable in a 
retail, over-the-counter type of sales 
tax. At the same time it should be 
mentioned that these features of tax 
accumulation were inherent in the 
Michigan sales tax because of the legis- 
lature’s definition of a retail sale, rather 
than by.any administrative action or 
judicial decree. 

The obvious question which may be 
raised at this point is: Why could not 
these difficulties be obviated by the sim- 
ple expedient of taxing exclusively at 
the individual, nonbusiness, consumer 
level, with an exemption of all sales to 
business? And the equally obvious an- 
swer is the probability of extensive eva- 
sion. Such a provision would mean that 
all business purchases of radios, auto- 
mobiles, fuel, typewriters, and so forth, 
would be exempt for business con- 
sumers, but, on the other hand, would 
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be taxable to nonbusiness consumers. 
And since in large measure there is very 
little qualitative difference between 
business and nonbusiness consumption, 
the apprehension with regard to wide- 
spread evasion under a single-level, 
over-the-counter tax with a general 
business exemption is substantially real- 
istic. The old cliché of “I can get it 
for you wholesale” would be changed 
to “I can get it for you tax free.” 

One solution to this problem is to 
levy a tax on the transfer of tangible 
personal property to all consumers, both 
business and nonbusiness, or to have a 
multilevel tax, but to ease the effect of 
tax accumulation by exempting sales 
for resale. Although at best this solu- 
tion is only an imperfect compromise, it 
raises, in addition, difficult problems of 
definition. At the outset, there is the 
question whether “sales for resale” 
should include both goods which change 
their form before being sold, as well as 
goods which are not physically altered 
in any way. Because the original act 
in Michigan was silent on this point, the 
administrative officers were immediately 
pressed into the adoption of a working 
rule. Their first determination, which 
appeared in the Preliminary Regulations 
of June 30, 1933, held that both of the 
above categories of goods were exempt; 
for example, steel purchased for ulti- 
mate use in the manufacture of an auto- 
mobile was construed to be a product 
purchased for resale. And in order to 


implement this decision, the administra- 
tive officers adopted what is commonly 
referred to in sales tax literature as the 
physical ingredient rule: if purchased 
goods become a physical ingredient in 
products ultimately resold, such goods 
are exempt from the sales tax. 
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The physical ingredient rule is a 
workable administrative device, but it 
also raises some difficult administrative 
problems. There is, for example, a 
rather nebulous middle ground involv- 
ing such products as catalytic agents, 
medicines, and containers, in which 
there is some question as to whether the 
goods become a component part of the 
end product. Other goods also have a 
dual purpose; coal, for example, may be 
used for both the production of heat 
and coke. But, in retrospect, these are 
rather minor difficulties which merely 
loomed large in the early years of the 
administration of the act. 

In Michigan the objections raised by 
organized farm groups and manufac- 
turers were a much more important de- 
velopment of the adoption of the in- 
gredient rule than these administrative 
problems. With the adoption of the in- 
gredient rule both groups were rudely 
awakened to a new burden of taxation 
as they found that a considerable por- 
tion of their costs, most significantly 
equipment and fuel, was subject to the 
sales tax. 


Apparently at the behest of these two 
groups, the legislature, only eighteen 
days after the first administrative rul- 
ing with regard to sales for resale, hur- 
riedly reconvened and passed House 
Concurrent Resolution No. 96, which 
reads in part as follows: 


Resolved that it was the intent of the 
legislature that the State board of tax ad- 
ministration be empowered and authorized 
by said act to define and liberalize the defi- 
nition of a sale at retail; and... 

Resolved, that the legislative intent, in 
passing Act No. 167, Pub. Acts 1933, was 
to exclude from the provisions of the act 
any sale of anything used exclusively in the 
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manufacturing, assembling, producing, pre- 
paring, or wrapping, crating, and/or other- 
wise preparing for delivery any tangible per- 
sonal property to be sold; and be it further 

Resolved, that the word “ producing ” as 
used herein shall include agricultural pro- 
duction. 


It should be noted, in view of the 
generality in the language, that the 
resolution said “ liberalize,’ but on the 
other hand, the exemption is held to be 
applicable to “anything used exclu- 
sively in the manufacturing, assembling, 
producing, preparing, or wrapping, crat- 
ing, and/or otherwise preparing for de- 
livery any tangible personal property 
to be sold . . .” The directive “ liber- 
alize” apparently implied that the 
business exemption should be broadened, 
but the degree to which it should be ex- 
tended was left indeterminate by the 
vagueness in the language which defined 
the exemption. In particular, it was 
hardly possible to determine whether 
the exemption was intended to include 
sales to wholesalers and retailers, as well 
as to agricultural producers and manu- 
facturers. If only the latter, it was 
equally difficult to determine whether 
the exemption was intended to be all- 
inclusive, or selective in some measure. 

The immediate response of the Board 
of Tax Administration was to ignore 
the resolution; two days after the legis- 
lative promulgation was announced, 
supplementary regulations were issued, 
but the pertinent provisions merely re- 
defined and made more explicit the in- 
gredient rule. In the following six 
weeks apparently some pressure (it was 
less likely a process of education) was 
brought to bear on the administrative 
officers and, consequently, on August 
30, 1933, the Board of Tax Administra- 
tion revised its regulations to comply 


[ VoL. V 
with the “clear” intent of the legis- 
lature. When the preceding argument 


with regard to administrative feasibility 
of a general exemption is borne in 
mind, the new regulation was quite 
unexpected, for it held that all sales 
to business were exempt without quali- 
fication. This broad interpretation, in 
turn, was short lived for on September 
25 the Attorney General ruled that the 
ingredient principle had to be followed. 
The Board immediately rescinded its 
new regulation. 


The legislature, apparently dissatis- 
fied with these developments, recon- 
vened on December 20, 1933. One can 
easily imagine the reason for its dis- 
satisfaction, since House Concurrent 
Resolution No. 96 had been ostensibly 
passed in order to “ liberalize” the in- 
gredients rule, and this mandate had not 
reached fruition. One can also pre- 
sume, in the face of the developments, 
that the purpose of reconvening would 
be to make more explicit the original 
legislative intention. Consequently, it 
is surprising to find that the members 
merely reiterated their previous am- 
biguity: 


That the legislature hereby requests the 
State board of tax administration to abide 
by the legislative intent relative to Act No. 
167 Pub. Acts 1933, as contained in house 
concurrent resolution No. 98 of the 1933 
session of the legislature. 


It is quite obvious now and must 
have been at the time of this difficulty, 
that the administrative officers did not 
know what the legislative body wanted, 
except that it was desirous of some kind 
of business exemption. The Board of 
Tax Administration had adopted the in- 
gredient rule, but the legislature had ob- 
jected; then the Board had exempted 
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all business purchases, and the Attorney 
General had intervened; and when the 
ingredient rule was re-established, the 
legislature objected again. Apparently 
frustrated, and not knowing what to 
do, the administrative officers retained 
the ingredient rule, probably with the 
intention of waiting until the legisla- 
ture would resolve the problem. 

It was at this point in the develop- 
ments that the problem came before the 
Michigan Supreme Court in the case of 
Boyer-Campbell vy. Fry... Or perhaps 
more properly it should be said that the 
wholesalers of Michigan came to Court, 
for some twenty-five of the more im- 
portant firms leagued together to pre- 
sent their case. The theme of the plain- 
tiffs is a well-known one: the sales tax 
thus construed (with only an exemption 
for resale) will cause great and irrepara- 
ble injury to business interests, and will 
result in discrimination close to eco- 
nomic disaster; such a tax will not de- 
stroy business, but it will drive it out of 
the state; wholesalers only have a profit 
of from three to ten per cent, thus they 
cannot absorb the tax or they will go 
out of business; they cannot pass on the 
tax, or they make a gift of their busi- 
ness to out-of-state competitors; they 
can only migrate from Michigan, and 
one-half, or at least one-quarter will 
migrate and bring economic disaster to 
Michigan. 

The Court, in giving its ruling, ap- 
peared to use good judgment in this 
case in not meddling with the prob- 
lem, despite the histrionics. As an in- 
troductory admonishment, the ruling 
first observed that the plaintiffs made 
no mention in their plea concerning the 
saving in property taxes which the sales 


3271 Mich. 282. 
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tax made possible. Then the Court ad- 
monished the legislature for not declar- 
ing its intention clearly or by amend- 
ment. The decision maintained that the 
responsibility for the justice or the wis- 
dom of taxation remained with the 
legislature. It was the province of the 
Court to construe and not to make the 
laws, and since the legislature had been 
in session for the past three months, 
why had not the desired relief been 
forthcoming? The Court concluded 
that the present interpretation of the 
Board (the ingredient rule) was rea- 
sonable and sensible, and rendered the 
various provisions of the act consistent 
and harmonious. 


One can well take exception to this 
last statement—that the rule renders the 
various provisions of the act consistent 
and harmonious—but the statement is 
essentially dictum. It is hardly possi- 
ble, however, to dispute the correctness 
of the Court’s position with regard to 
the onus of responsibility for the prob- 
lem presented. It is obvious that the 
administrative officers did not know 
what the legislature wanted, evident 
that direction was needed, and definite, 
too, that under the State Constitution 
it was the duty of the legislature to ex- 
plicitly indicate its intention. 

In retrospect, there appear to be two 
possible reasons for the legislature’s dis- 
inclination to deal with the problem— 
each of these, of course, is a matter of 
speculation. The problem of granting 
exemptions to business sales under a 
sales tax is admittedly difficult, and 
lethargy could account for the legisla- 
ture’s preference to have the adminis- 
trative officers assume the technical re- 
sponsibility. Secondly, it is possible 


that the legislative members preferred 
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only a selective exemption among busi- 
nessmen; that is, they wanted sales to 
agricultural producers and manufac- 
turers to be exempt, but wished those 
to wholesalers and retailers (except 
goods for resale) to be taxable. In 
other words, the legislature wanted to 
classify the taxpayers by economic 
groups, but did not wish to have such 
obvious discrimination openly and ex- 
plicitly stated by statute. Thus, their 
ambiguity was intentional, in the hope 
that the administrative officers would 
““sense”’ the intended discrimination, 
and assume the responsibility for such 
a classification. 

Such speculations in the realm of 
political machinations may appear to be 
far-fetched; nevertheless they seem 
plausible for the sequel of the story is 
that the legislature amended the act in 
1935 in order to exempt goods sold for 
consumption or use in industrial proc- 
essing and agricultural producing. But 
again, the directive was oblique and 
obtuse! The amendment merely stated 
that the tax was not applicable when 
goods were sold for consumption or use 
in industrial processing or agricultural 
producing. This provision may be in- 
terpreted in either of two ways: broadly, 
in the sense that all goods sold to such 
businesses are exempt; or narrowly, 
with the meaning that it is applicable 
only to goods used directly in industrial 
processing and agricultural producing. 
The latter interpretation would exempt 
industrial machinery, provided that it 
was used in the actual and immediate 
process of production, but would not, 
for example, exempt a typewriter used 
in the office of an industrial plant, or a 
truck used to deliver the finished goods. 


| Vor. V 


In the absence of a specific directive 
from the legislature, the administrative 
officers adopted the narrow interpreta- 
tion, which consequently has required a 
determination for every article pur- 
chased by industry and agriculture as to 


whether it is directly or indirectly used: 


in production. This problem has been 
a continuous administrative ogre. To 
give but two examples of the difficulties: 
fuel must be prorated if used in both 
the office and processing part of a fac- 
tory; and light bulbs are taxable if used 
in the warehouse of a factory, but ex- 
empt if used in the actual processing 
part of the plant. 

The necessity of differentiating be- 
tween the direct and indirect use of 
goods significantly distracts from the 
rationality of the sales tax, for it makes 
the levy more a system of selective ex- 
cises than a uniform tax on consump- 
tion. Assuming that a single-stage, 
individual, nonbusiness levy is prefer- 
able to the multilevel type, and assum- 
ing also that such a tax is not adminis- 
tratively feasible if all sales to business 
are exempt, the proposition still remains 
that it is desirable to have as many busi- 
ness exemptions as possible, and to tax 
only those articles sold to business which 
may be used by both business and non- 
business consumers. Therefore, the 
distinction between direct and indirect 
use is essentially irrelevant. The objec- 
tive should be to exclude purchases 
which are significant in business costs, 
wherever possible, and to tax only those 
items necessary tO minimize evasion. 
And certainly, there are no desirable 
fiscal or economic advantages attained 
by granting exemptions only to indus- 
trial processors and commercial farmers, 
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and not to other businessmen. Goods 
for resale have been declared exempt in 
Michigan apparently on the justification 
that such an exemption reduces the ac- 
cumulation of the tax. Yet a retailer 
is subject to a tax on all purchases other 
than those for resale, even though it is 
possible that the tax on the former is as 
readily shifted as a tax on the latter. 
The Michigan principle of excluding 
only equipment, machinery, and sup- 
plies which are used directly in agricul- 
tural production and industrial process- 
ing clearly results in multiple taxation, 
unneutrality on both the business and 
consumer levels, and an administrative 
burden. But it is far easier to criticize 
the Michigan regulations than to offer 
a satisfactory alternative. Whereas the 
desirable principle of exclusion is clear 
in theory, that is, there should be a 
minimum of multiple level taxation 
commensurate with administrative feasi- 
bility, great difficulties are encountered 
in defining explicitly the type or use of 
product which should be excluded. 
The nub of the problem, as indicated 
previously, is the fact that a large num- 
ber of materials are purchased by both 
individual nonbusiness consumers as 
well as business firms. Some lines of 


distinction must of necessity be drawn 
between exempt and nonexempt goods 


RETAIL SALES TAX 85 


if the multiple application of the tax is 
to be reduced and evasion avoided. Yet 
the number and variety of the articles 
involved preclude the possibility of 
drawing lines of distinction on the basis 
of groups of products. It is necessary 
to decide in each particular instance 
where the dividing line should be drawn 
between exempt and nonexempt goods, 
and to draw the line so that there is 
neutrality among dissimilar businesses 
as well as among consumers. It is prob- 
ably in this area of exemption, as it 
applies to machinery, equipment, and 
related articles, that the most serious 
difficulties of devising a rational and 
logically consistent retail sales tax are 
found. The tax administrator becomes 
most frustrated here, for the dilemma 
is a very real one. 

The foregoing analysis is essentially 
explorative and does not suggest a solu- 
tion to the problem discussed. It should 
indicate, however, that the retail sales 
tax in Michigan, as in other states, is 
far from a simple and easily adminis- 
tered tax. In view of the gravity and 
the ramifications of the problem, the 
discussion should also serve to confirm 
the necessity for research into the theory 
and practice of the retail sales tax if 
these revenues are to be incorporated 
into a structurally sound tax system. 











IMPROVEMENT IN REAL ESTATE TAXATION 
THROUGH ASSESSMENT-SALES STUDIES * 


WILLIAM G. MURRAY T 


, aged ges ieaialanne between individ- 
ual assessments within the taxing 
district is the heart of the real estate 
taxation problem. This critical phase 
of assessment, which may be called in- 
ternal equalization, should precede the 
state-wide or external equalization be- 
tween counties and cities. A means of 
bringing about this desired equity is to 
interest assessors in making assessment- 
sale studies and in using the results in 
their valuation work. A program of 
this kind, started in Iowa in 1950, is 
beginning to bear fruit as will be evi- 
dent from the discussion which follows. 

Great stress has been placed by pub- 
lic finance authorities on assessment 
inequalities and the need for better 
original assessments. According to 
Kendrick, “‘ The principal need in the 
administration of the property tax is an 
equitable original assessment of real 
estate.” * After commenting on the 
difficulties of equalizing assessments be- 
tween counties, Groves states, ‘““ Much 
more serious, usually, are the inequalities 
among taxpayers within the same dis- 
trict.” * Wholesale, or what I prefer to 


* Journal Paper No. J-2054 of the Iowa Agri- 
cultural Experiment Station, Ames, Iowa. Project 
No. 1069. 


+ The author is head of the department of eco- 
nomics and sociology at Iowa State College. 

1M. S. Kendrick, Public Finance, Principles and 
Problems (New York: Houghton-Mifflin, 1951), p. 
224. 


2H. M. Groves, Financing Government (3d ed.; 
New York: H. Holt and Company, 1950), p. 59. 
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call external, equalization is not an easy 
way out according to Jensen who de- 
clares, “ There is no possibility of equal- 
izing unequal individual assessments by 
means of blanket increases or decreases. 
The only way to equalize assessments is 
to make them equal in the first place.” * 
The writings of Lutz, Buehler, Allen 
and Brownlee, Lindholm, Shultz and 
Harriss, and others contain statements 
and supporting evidence pointing to the 
same conclusions. Two facts are clear: 
first, assessment inequality is a major 
problem; and second, the place to begin 
is in the local district—internal equali- 
zation should come before external 
equalization. 

An interest in correcting individual 
inequalities must be shown by the local 
assessor if the desired improvement is to 
be made in assessments. One method of 
developing this interest is to help the 
assessor gain through his own efforts an 
accurate picture of the inequalities 
which prevail within his district. When 
the assessor sees the situation in this 
manner he will be more likely to con- 
sider procedures for correcting whatever 
inequities are revealed. 

The program in Iowa to assist county 
and city assessors in analyzing their 
problems began in the summer of 1950 
with an informal working agreement 
among officials of the State Tax Com- 
mission, the State Association of As- 
sessors, and Iowa State College. These 


3 J. P. Jensen, Government Finance (New York: 
Thomas Y. Crowell Company, 1937), p. 259. 
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three groups set as their objective a 
training program for the next quadren- 
nial real estate assessment in 1953. Up- 
permost in the minds of those partici- 
pating in this program were aids to the 
assessor which would enable him to do 
a better job in obtaining equitable as- 
sessments within his county or city. 
The first phase of the program was the 
use of assessment-sale studies to acquaint 
assessors with their local situation. The 
second phase was a school for assessors 
held in September, 1951, at Iowa State 
College. The third and final phase, 
tentatively scheduled for the fall of 
1952, is a series of district conferences 
on detailed methods for use in the 1953 
assessment. 

How assessors in Iowa have taken 
hold of the assessment-sale study can 
be illustrated by means of several ex- 
amples. At the state conference of as- 
sessors in the fall of 1950, assessors were 
informed that a limited amount of as- 
sistance would be available from per- 
sonnel at Iowa State College for those 
assessors interested in making these 
studies. More assessors asked for help 
than could be accommodated but as- 
sistance was given wherever possible. 


One of the counties where assistance 
was requested was Allamakee in the 
northeast corner of the state. The 
county assessor, A. L. Hansmeier, was 
interested in making a thorough-going 
analysis of the assessments in his county. 
Available as an aid was a recent county- 
wide soil survey completed by soil spe- 
cialists of Iowa State College and the 
United States Department of Agricul- 
ture. Members of the soils staff at the 
college had started to adapt the soil data 
for use in assessments. Before produc- 


tivity ratings were applied to the soils, 


however, some objective measure was 
desired of the extent to which existing 
assessments were inaccurate or inequita- 
ble. It was decided to see what in- 
formation assessment-sale ratios would 
provide in answer to this question. 
With this as a background and the in- 
terest of Mr. Hansmeier, an assessment- 
sale study was planned. The procedure 
followed was based largely on the out- 
line in “Preliminary Report of the 
Committee on Sales Ratio Data and 
Guide for Assessment Ratio Studies ” 
issued in 1950 by the National Asso- 
ciation of Tax Administrators. 

As a starter, farm real estate sales in 
1949-1950 in one township picked at 
random were taken off the deed books 
at the court house. Unfortunately, 
there were only four sales recorded for 
this township during the whole two- 
year period. This revealed a definite 
handicap which may occur in assess- 
ment-sale studies—namely, a lack of 
bona fide sales. In this township most 
of the sales were family transfers which 
could not be used. The four sales which 


’ were obtained, however, did suggest a 


problem of assessment inequality that 
would bear further investigation. In- 
formation on the four sales follows: 





Sale Sale Price Assessment Assessment- 
seg Per Acre Per Acre * Sale Ratio 
aovis. $100 $45 45% 
riawe 84 40 48 
Cs ic. < 79 46 58 
vic. 16 15 94 


*60 per cent of actual value as determined 
by the assessor. 
The assessor recognized at once the wide 
disparity between the high ratio of 94 
and the low of 45 as indicative of a 
problem he had to tackle, the overas- 
sessment of low value land. 
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In order to ascertain the seriousness 
of this overassessment, the assessor pro- 
ceeded with some assistance to collect 
data on all 1949-1950 farm sales. The 
results, tabulated in Table 1, show how 
widespread this overassessment was in 
four different districts of the county. 
These figures, which the assessor helped 
to gather, yielded strong evidence of 
overassessment of low value properties. 
The fact that the same situation pre- 
vailed in all four districts of the county 
indicated to the assessor that he faced 
a county-wide problem. 
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A third check was made to determine 
any bias relative to location (distance 
from town) and road type. Here the 
results were not as conclusive. A slight 
tendency for overassessment was present 
for farms located on poor roads and 
farms with poor access, such as those 
with long private lanes. These factors, 
of course, are directly associated with 
low value farms. 

With this information the assessor 
began planning to correct for the bias 
in the next assessment. The assessment- 
sales information along with the data on 


TABLE 1 
ASSESSMENT-SALE Ratios ror ALLAMAKEE County, Iowa 1949-1950 py Districts * 


(Averages are Medians) 














Ratios by Districts 








Sales Ranked by Price Per Average 7 
Price Per Acre Acre Ratio #1 #2 #3 #4 
First group ......... $156 37% 32% 33% 34% 40% 
Second group ....... 100 42 43 48 42 41 
Third group ........ 63 52 51 51 47 59 
Fourth group ....... 33 66 88 68 55 67 
Median (average) ... 80 45 43 51 42 46 





* County was divided into four districts by grouping townships alphabetically. 


A second check of the 1949-1950 
sales was made to determine the extent 
of bias in the assessment of different 
sized tracts. Large tracts, it was found, 
were overassessed. When the sales were 
classified by size into four groups, the 
group with the largest units had an 
average ratio of 52 per cent; the next 
largest, 47 per cent; the third group 
40 per cent; and the group of smallest 
tracts, only 35 per cent. Large size, 
low value properties, it was evident, 
were overassessed while small size, high 
value properties were assessed properly 
assuming an average of 35 per cent as 
the desired objective. A check of ratios 
in seventeen Iowa counties gave an av- 
erage ratio of 35 per cent. 


soils and soil productivity provided the 
necessary background for an objective 
revaluation of all the farm land in the 
county. 

A second Iowa county where sales 
ratios were computed was Story, and in 
this county the assessor, Rolland Phil- 
pot, with some assistance, worked out 
the ratios for the farm sales in the 1949- 
1950 period. Two preceding assess- 
ment-sale studies of farms provided 
significant comparisons. As shown in 
Table 2, in 1937-1938 the spread of 
ratios around the average was wide, in- 
dicating considerable lack of uniformity 
in the assessment, while on the other 
hand, the spread in 1927 and in 1949- 
1950 was concentrated around the aver- 
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age, an indication of a relatively uni- 
form equitable assessment. 

A striking contrast between the two 
older periods and the recent one is re- 
vealed by classifying the ratios accord- 
ing to values. The results, shown in 
Table 3, are computed on a percentage 
basis because of the difference in the 
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average ratios of the three periods. This 
places each period on the same basis, 
giving the variations from the average 
as departures from 100 per cent. In 
the recent period, the variations were 
less than 7 per cent each side of 100 per 
cent while in the earlier periods the 
variations were over 18 per cent in each 


TABLE 2 


CLASSIFICATION OF FARM SALEs in Story C 


1927, 1937-1938, 





ouNTY, Iowa By ASSESSMENT-SALE Ratios, 
AND 1949-1950 








Assessment-Sale 


Number of Sales 














Ratio Group 1927 * 1937-1938 1949-1950 
gh PEE CR! re PE ee mG: - ita 
BE dink ccuscaasas seeeeaRews * i 2 
SO ccc suse ebeeas ces keer cewues 2 5 74 
| Ree ie eae Te 6 10 58 
SUE iow ocnxddpokuiatesen 20 30 5 
ME ai cuss owe Reerects cess etek es 15 68 1 
NN in cin-nvattto ma Retmadewermale eae oe 7 44 ad 
PN (ici eczise, Beca clue si urawere orem 3 33 
IS "a 2ics VG Uicrein ag WE shew. ceeeeaee 1 8 
ER Ee, ee Fe ia 8 
RONG Au Cnchdcaaceeeuendeseuss 3 a 
54 209 140 
I Ie 9 sin cnt wham seew sae teats altace 49 6% 58.6% 29.5% 
Coefficient of Dispersion ...............+. 12.2 15.8 118 
* Ratios for 1927 were grouped 21-30, 31-40, etc. 
TABLE 3 


ASSESSMENT-SALE Ratios AS A PERCENTAGE OF THE AVERAGE RATIO CLASSIFIED ACCORDING 


Story Co 


To Sate P’ 


RICES, UNTY, I 





Sales According 
to Price 


High One-Fourth 
Second One-Fourth 
Third One-Fourth 
Low One-Fourth 


ee | 
ee 


ee 


Average (Per cent) 
Average (Median) 


| 








Assessment-Sale Ratios 
(Per cent of the Average) 

















1927 ¢ 1937-1938 1949-1950 
77.4% 81.9% 94.7% 
90.9 95.5 94.0 
102.5 110.9 104.4 
127.7 1212 106.7 
100.0% 100.0% 100.0% 
49.6% 58.6% 29.5% 





* Source: 1927 data from “ Assessment of Real 
R. W. Nelson and G. W. Mitchell, 
versity of Iowa, Iowa City, January, 
data from Iowa Agricultural Experim 


+ Approximate. 


Estate in Iowa and Other Mid-Western States,” 
Iowa Studies in Business, No. 10. (State Uni- 
1931) p. 55. The other two periods are based on 
ent Station, Ames, Iowa. 
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direction. The natural question to ask 
after glancing at the table is—what 
happened to account for the change be- 
tween 1938 and 1949? The answer is 
simple—a reassessment in 1949 based on 
a detailed survey of the soils and on key 
appraisals. One of the major objectives 
in the reassessment was to achieve in- 
ternal equalization through appraisals 
which reflected value differences as 
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farming districts. (See Table 4.) 
Note the lack of concentration about 
the average in 1927 and the heavy 
bunching of the ratios about the aver- 
age in the recent period. 

One of the surprising incidents in the 
assessment-sale study in Ames in the 
recent period was the assistance ex- 
tended by real estate brokers. When 
the assessor, Art Mendon, asked the real 


TABLE 4 


CLASSIFICATION OF ASSESSMENT-SaLE RATIOS in AMES AND Carrott, Iowa, 


1927 AND 1949-1950 * 














Assessment-Sale 


Number of Saies 





Carroll 














Ratios of : Ames 
1927 1949-1950 1927 1949-1950 

3 SR cic Vis We'd oats 0 1 0 0 
Eee 3 36 4 3 
BN eas pelos het 8 137 6 90 
ic npc ccalewkes 11 19 7 34 
re 12 2 2 7 
ee sania deo 4 8 2 
ES aA eee 2 3 0 
PRE Sober sens ovals 1 1 0 
1 ER ee rae 3 oe = 0 
(SP eee ee 44 195 32 136 

Average ratio .......... 44.5% 24.7% 43% 28% 











* Source: Same as Table 3. The 1949-1950 figures for Carroll furnished by W. T. Florencourt. 


registered in the market. The wide dif- 
ference between the average ratio of 
§8.6 per cent in 1937-1938, and 29.5 
per cent in 1949-1950 is accounted for 
by a rise of about 120 per cent in sale 
prices while assessed values increased 
only slightly. 

Improvement in assessment through 
the use of ratios applies to sales of city 
real estate as well as to those in the 
farming areas. Comparisons of ratios 


in Ames (Story County) and Carroll, 
Iowa, in 1927 and 1949-1950 show the 
same kind of progress as that in the 


estate board if they would go over some 
of the sales to determine their bona fide 
character, the president of the board 
called a dinner meeting of the group to 
provide the desired information. Fol- 
lowing the meeting, the brokers went 
one step further and offered to furnish 
the assessor with up-to-date lists of their 
sales, provided he would not use the 
data for any other purpose than to get 
an accurate check on the sale prices of 
bona fide transfers. An agreement was 
reached on this basis, the lists were fur- 
nished, and the assessor found that this 
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source not only gave more accurate in- 
formation on sale prices, an all impor- 


tant item in figuring ratios, but in addi- , 


tion was more timely because some of 
the sales reported by the brokers had 
not yet reached the office of the re- 
corder. 


Another aid which the brokers pro- 
vided was information on family trans- 
fers, trades and other non bona fide 
transactions. This is exceedingly im- 
portant because if this type of sale is 
allowed to get into the results it tends 
to give a distorted picture of the situa- 
tion inasmuch as such sales are usually 
below the market, resulting in a bias 
toward higher ratios. A sale from 
father to son-in-law (not evident in 
the names of the parties), inclusion of 
personal property along with real estate, 
and the existence of a trade, are ex- 
amples of sales which might pass for 
regular transactions but which some 
broker can usually detect because of his 
knowledge of the circumstances sur- 
rounding the sale. When the assessor in 
this instance saw the large number of 
sales which had to be discarded because 
they were not bona fide, he acquired a 
healthy skepticism toward all sales until 
he had had them checked by someone in 
a position to substantiate their bona fide 
character. 


Above everything else, the assessor 
must see the usefulness of the sales ratios 
for the improvement of assessments in 
his district. If the ratios are so few in 


number as to be unreliable or are not 
useful for other reasons there is no point 
in continuing the project in that dis- 
trict. Nor should the study go on if 
the assessor is not interested after he has 
worked with the ratios long enough to 
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get a good sample. Fortunately, most 
assessors who have been sufficiently in- 
terested to start calculating assessment- 
sales ratios have become enthusiastic 
after they have caught on to the method 
and seen what a year’s sample reveals. 

Once an assessor has taken part in a 
ratio study and grasped the significance 
of the results, he is likely to apply the 
findings in his own district. Richard A. 
Cherney, county assessor of Grundy 
County, Iowa, wrote the author as fol- 
lows on the usefulness of the ratio in 
his work: 


I have found the sales ratio a very valu- 
able tool for the assessor. After working 
with this ratio and using it, I would not be 
without it. Its greatest value is as a means 
of establishing a factual level of assessed 
value—31.7% of current farm selling price 
in Grundy County. This percentage enables 
us to convert assessed values into current 
selling prices or vice versa, which is an ex- 
cellent means of checking the accuracy of 
assessment. For example, there was a man 
in the office who was protesting the taxes 
on his farm and he made the statement that 
he would sell it for $175 an acre. Convert- 
ing our assessed value into selling price in- 
dicated a price of $227 per acre, which we 
both agreed was too high in comparison to 
neighboring land. 

Also this ratio study has made it possible 
to compare the level of assessed values for 
urban and rural properties. This is difficult 
to do by any other method than the sales 
ratio. 


Highly important in ratio studies is 
transfer of responsibility for the project 
to the county or city assessor. What as- 
sistance is given should be solely to get 
the work under way. This can be done 
by going through the procedure for a 
small sample, including not only the 
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calculation of the ratios but an analysis 
to show the frequency distribution, dis- 
persion and the bias, if any, in over- or 
underassessment of certain types of 
properties, such as the overassessment of 
low value properties. Unless the asses- 
sor understands the process, he is not 
likely to do an accurate job. And it 
is an accurate analysis of the sales ratios 
which gives the assessor the information 
he needs to make a good internal equali- 
zation between individual properties. 
By October, 1951, slightly over a year 
after the program started, assessors in 
13 counties out of the 99 in Iowa had 
completed assessment-sale studies of 


farm sales in their counties. In addi- 
tion, studies for one or more towns and 
cities in nine counties had been com- 
pleted. All of this was done on a vol- 
untary basis, a fact which it is hoped 
will lead to the studies being used in- 
tensively in those districts where they 
have been made. Already some assessors 
are working on methods of using the 
findings from their ratio studies in the 
next real estate assessment in 1953. 
And as the final part of the 1953 assess- 
ment, the State Tax Commission will be 
able to use average ratios as a guide in 
the required external equalization be- 
tween counties and cities. 
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BOOK REVIEWS 





Taxation in Canada. By J. Harvey Perry. 
Toronto: University of Toronto Press, 
1951. Pp. xii+409. $6.00. 


The Canadian tax structure, as so many 
Canadian institutions, has been greatly in- 
fluenced by both British and American 
practice and today is the product of the 
blending of these influences plus many 
purely Canadian innovations. Particularly 
in recent years Canada has carried into 
practice experiments in tax policy which 
have not advanced beyond the debating 
stage in other countries. These tax pro- 
grams have been facilitated by the parlia- 
mentary form of government, a strong 
Government majority in the House of 
Commons, and a budget situation that en- 
couraged such experimentation. Of par- 
ticular interest to the student of taxation 
in the United States are the programs of 
dividend-credits against personal income 
tax liability, deferred depreciation designed 
to restrict investment in nondefense ex- 
pansions, vigorous use of excise taxes as 
instruments of inflation control, and long- 
continued employment of a general manu- 
facturers sales tax. But study of taxation 
in Canada has long been hampered by the 
lack of available material. Mr. Perry’s 
volume fills a major need in providing an 
over-all survey of the Canadian federal, 
provincial, and municipal tax systems. 

The initial chapter provides a brief his- 
torical survey; a complete history of the 
Canadian tax structure, originally intended 
as a part of this study, is now being pre- 
pared by Mr. Perry as a separate volume. 
The next eight chapters explain the major 
federal (Dominion) taxes—the personal 
and corporate income taxes, the successions 
duties, the sales and excise taxes. After a 
description of the provincial taxing powers, 
the major provincial and municipal revenue 
sources are explained. The last part of the 
book discusses budgetary procedure, the 
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functions of the Department of Finance, 
and tax administration at the three levels 
of government. A comprehensive bibliog- 
raphy completes the volume. 

Apart from the innovations mentioned 
above, there are several features of the 
Canadian tax structure which are note- 
worthy. Despite the fact that the income 
tax structure is in most respects closer to 
American than British practice, capital 
gains remain untaxed. The early abandon- 
ment of personal property taxes has left the 
property tax a levy on real property only— 
in law as well as in fact—except to a 
limited extent in the Maritimes. The aban- 
donment of provincial use of the property 
tax parallels American state practice. The 
Dominion-provincial agreements on income 
and successions duties represent an advanced 
approach to intergovernmental fiscal rela- 
tions, although one which has not been 
carried out completely. The constitutional 
prohibition on the use of direct taxes in the 
provinces has led to the development of 
various techniques to impose gasoline, to- 
bacco, and retail sales taxes directly upon 
consumers, although the taxes, as in the 
United States, are collected from the sellers. 
The successions duties represent interesting 
hybrids between estate and inheritance 
forms. A policy on natural resources very 
different from that in the United States has 
resulted in the ability of the provinces to 
gain substantial revenues from their mineral 
and forest rights. Finally, the very heavy 
reliance upon consumption taxation, both 
on the part of the federal government and 
to an increasing extent with the provinces, 
is characteristic of the tax system. 

Mr. Perry’s volume represents a very use- 
ful contribution to tax literature. Within 
Canada the book should serve as a valuable 
supplement in university courses in public 
finance, as well as providing the business 
and political communities with a convenient 
means of obtaining an over-all survey of the 
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tax structure. To persons outside Canada, 
the book is valuable for an understanding 
of the major features of the tax structure 
and as a background for more detailed in- 
vestigation into aspects of particular in- 
terest. 

The book is almost entirely descriptive, 
apart from brief analysis of a few questions, 
such as the nature of the concept of in- 
come. In general, no evaluation or analysis 
of conflicting issues is presented. These 
were not objectives of the study; indeed, 
Mr. Perry’s position on the staff of tax ex- 
perts of the Department of Finance virtu- 
ally precluded such an approach. The 
author’s long association with tax work 
during fifteen years with the Department 
has of course been of great value in giving 
him a thorough familiarity with the sub- 
ject; the chapters on administration and 
legislative handling of tax questions espe- 
cially benefit from this inside contact. 

The task of avoiding factual errors in a 
study of this type is a tremendous one. In 
a few cases, particularly with reference to 
provincial levies, the author is forced to 
concede that the practice mentioned is “‘ ap- 
parently” followed. But these cases are 
not numerous. In describing the develop- 
ment of the sales tax (p. 20), the author 
does not point out that at the end of 1922 
the change was made from a turnover to a 
manufacturers sales tax; the principal rate 
prior to that date was 2'/, per cent, not 4 
per cent as indicated. The statement that 
the present American income tax law makes 
no specific mention of capital gains (p. 41) 
is incorrect. On page 50, in the discussion 
of Canadian income tax rates, it is not made 
clear whether the surtax for 1951 is 10 per 
cent of the tax due, or 10 percentage points 
(actually, the former). In the reviewer’s 
somewhat biased opinion, the description of 
sales and excise taxation is inadequate in 
view of their fiscal and revenue importance; 
the discussion of provincial revenue from 
natural resources is much more detailed than 
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most sections. But these minor considera- 
tions do not detract from the over-all ac- 
curacy, readability, and usefulness of the 
volume. 

A word is warranted in regard to the 
sponsorship of the study; its undertaking 
and publication were made possible finan- 
cially by the Canadian Tax Foundation, a 
nonprofit research organization established 
in 1946 jointly by the Canadian Bar Asso- 
ciation and the Canadian Institute of Char- 
tered Accountants. The Foundation is 
underwriting the publication of a series of 
advanced studies of Canadian tax problems, 
which express solely the views of the au- 
thors and in no way reflect the point of 
view of the officials of the Foundation. It 
is unfortunate that in the United States the 
only volumes in public finance which are 
published without difficulty are text books 
and tax services; publication of advanced 
studies which offer the real contributions 
to the advancement of knowledge rest upon 
the benevolence of a university press or 
the occasional willingness of a commercial 
publisher to publish a “ prestige ” volume. 

JoHN F. DuE 

University of Illinois 


Municipal Finance—A Report Prepared by 
the Civic Advisory Council of Toronto. 
University of Toronto Press, 1950. Pp. 
185. $3.50. 


In 1948 the City Council of Toronto 
requested the Civic Advisory Council “ to 
inquire into, and report upon, the nature 
and extent of the existing fiscal interrela- 
tionships of the City of Toronto, with the 
Province of Ontario and with other munic- 
ipalities...and to make such recommen- 
dations, for the information and guidance 
of the Council of the City of Toronto, as 
may appear fitting.” This book summarizes 
the report and recommendations of the 
committee appointed by the Civic Advisory 
Council. 
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Toronto is beset by the same complex of 
financial problems which plague large cities 
in the United States, and therefore the com- 
mittee report will be examined with con- 
siderable interest in this country. In brief, 
the recommendations urge a thoroughgoing 
clarification and restatement of the division 
of municipal and provincial responsibilities. 
“A municipality was not designed to play 
the role of residuary legatee of Dominion 
and provincial responsibilities or fiscal 
policies.” The committee agreed that the 
real property tax should not be relied upon 
““to do much more than meet the normal 
services which a municipal unit might be 
expected to perform for its citizens. If 
services beyond these are undertaken, the 
continuing balance between municipal ex- 
penditures and revenues must come from 
one or some combination of the following: 
1) provincial grants-in-aid; 2) centrally 
administered, locally shared taxes; 3) allo- 
cation to the municipalities of additional 
revenue sources; 4) assumption by the 
Province of the responsibility for certain 
services now paid for either in whole or in 
part by municipalities.” In view of the 
present movement in this country to broaden 
the taxing authority of localities, it is worth 
noting that most committee members were 
not sanguine concerning the practicability 
of this alternative. 


Second Report on Japanese Taxation. By 
the SHoup Mission. Japan Tax Associa- 
tion, 1951. Pp. 92. 


The first report of the Shoup Tax Mission 
(4 vols.; Tokyo: SCAP, 1949) presented the 
conclusions and recommendations of the 
Mission for a complete revision of the 
Japanese tax system. Unlike that report, 
the present statement makes no attempt to 
be comprehensive. 


When the Shoup Mission arrived in Japan 
for the second time, the new national tax 
system had been in force for some months, 
but the new local tax system had been en- 
acted by the Diet only the day before. 
Nevertheless, despite the country’s lack of 
experience with the new taxes, the Mission 
found no lack of issues to study. There 
had been a year of intensive debate through- 
out Japan over the recommendations sub- 
mitted the previous year, and a considerable 
part of the report is addressed to the new 
issues that were developed during this debate. 

In addition, the present report appraises 
the limited experience already gained under 
the new national tax system and analyzes 
the chief problems likely to arise in the im- 
mediate future. One of the most impor- 
tant problems foreseen by the Mission con- 
cerned the uses which might be made of 
the prospective national surplus. In order 
to forestall the possible enactment of un- 
duly high and unfair local taxation, the 
Mission recommended that at least half of 
the prospective surplus be used to increase 
the national equalization grant to localities. 
It was further recommended that farmers 
and fishermen be given a 10 per cent 
earned income credit to more nearly equalize 
the treatment given regular employees; it 
was estimated that this would absorb per- 
haps one-sixth of the surplus. Finally it 
was recommended that the allowance for 
dependents (under the income tax) be in- 
creased to absorb the balance of the sur- 
plus. It was hoped that the latter two 
moves would improve taxpayers’ compli- 
ance; a large part of the present report is, 
in fact, devoted to the problem of devising 
ways of ensuring that other self-assessed 
groups pay the full amount of the tax they 
owe. 

Should the surplus exceed the estimate 
upon which the above recommendations were 
based, the Mission recommended a general 
decrease in income tax rates and an increase 
in the basic exemptions. 
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NTA NOTES 





Nomination of Officers. The by-laws, as 
revised at the Dallas meeting on November 
29, 1951, change the method of nominating 
the President, Vice President, Secretary, 
Treasurer, three members of the Executive 
Committee, and two honorary members of 
the Executive Committee from the Domin- 
ion of Canada each year. 


The revised by-laws declare, ‘“‘ The 
Nominating Committee shall submit its 
nominations to the Secretary at least ninety 
days before the annual meeting of the As- 
sociation and the Secretary shall include the 
same in the sixty day notice of each annual 
meeting when such nominations shall be 
voted upon.” 

G. Howard Spaeth is the Chairman of the 
Nominating Committee this year. Other 
members are James W. Martin, Louis Schrei- 
ber, Eugene G. Shaw, and John P. Morgan. 
The Committee plans to meet early in June. 
Suggestions for nominations may be sent to 
the Chairman or any member of the Com- 
mittee. 

As in the past, nominations may be made 
from the floor at the time of the annual 
meeting. However, the members of the 
Association will now know well in advance 
of the meeting the names proposed by the 
Nominating Committee. 

Toronto Program. Plans are being for- 
mulated for an outstanding Annual Confer- 
ence at Toronto on September 9-12 under 
the direction of Dean Robert S. Ford of the 
University of Michigan as Chairman of the 
Program Committee and Philip T. Clark, 
Controller of Revenue of the Province of 
Ontario, as Chairman of the Local Arrange- 
ments Committee. 

The conference is scheduled to begin on 
Tuesday this year rather than Monday. 
It was concluded by the Executive Com- 
mittee that a Tuesday start would keep you 
from your desk no longer than the tradi- 
tional scheduling and that it had some ad- 
vantages, especially for those of you who 


want to take wives or other members of 
the family by air. 

Reservation cards for the headquarters 
hotel, the Royal York, will be sent you 
well in advance of the conference. Mean- 
while, it well be helpful if some of you who 
are traveling alone can arrange to share a 
room with another member. More details 
will be published in the June issue of the 
Journal. 

Membership Campaign. The Association 
is experiencing a steady increase in member- 
ship, thanks to the efforts of Walter Walsh, 
retiring Chairman of the Membership Com- 
mittee, and those who have assisted him. 
Kenneth W. Gemmill is the new Chairman. 
The assistance of the members in securing 
new members and promoting the activities 
of the Association will be greatly appre- 
ciated. 

Meeting of Executive Committee. The 
Executive Committee put in a full day of 
work on the business of the Association in 
Philadelphia on February 9. It discussed 
plans for the forthcoming Toronto Confer- 
ence and the work of the various commit- 
tees of the Association, made arrangements 
for the amendment of the Certificate of In- 
corporation to conform with the revised by- 
laws, and studied ways and means to im- 
prove the program of Association activities. 
Plans were advanced for an effective study 
of personal property taxation. Thought 
was given to possible regional meetings of 
members of the Association, a subject which 
will require further study. Because of the 
numerous Association matters requiring at- 
tention, another meeting of the Executive 
Committee is being scheduled for this 
spring. 

ALFRED G. BUEHLER 
President 


Eprror’s Note: Lack of space in this issue has 
forced us to omit the rather extensive list of new 
members who have joined the Association during the 
last quarter. This list will be carried in the June 
issue. 





